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Monetary Policy Decision. March 4
Greater caution in the face of inflationary
risks

Lending rate remains at 4.5%

e Banxico adopts a notably more cautious message with regard to inflation in view of the
impairment of the risk balance deriving from recent supply shocks

e Of particular importance is the mention of a possible positive output gap toward mid-
year, without this entailing pressures on prices, given the safety margin existing in the
factor markets

¢ However, Banxico sees no demand tensions on prices and does not mention any risks
in inflationary expectations, which is the key for implementation of its monetary policy.
We thus expect the monetary pause to remain in place throughout 2011

As we anticipated, the central bank devoted a large part of its statement to the increases in
commodity prices. At global level, such increases are mentioned as an “element of risk for the
recovery of the world economy and for inflation in virtually all the countries”. However, the tone
was more optimistic than in previous statements when referring to the upturn in economic activity,
particularly in the U.S. and in emerging economies. The problems facing the financial system and
the fiscal situation in Europe are still a factor to be considered.

The greatest change in the statement was the mention of the impairment of the inflation risk
balance. Banxico emphasized the uncertainty surrounding the future prices of grain and other
commodities, the effects of the recent frost spells in Sinaloa on domestic prices, and possible
pressures on the exchange rate due to an increase in global risk aversion. These factors are
detrimental to its inflationary balance. However, it pointed out that the performance of inflation
during the first months of the year has been in line with its forecast, and reiterated that it expects
the situation to remain unchanged for the rest of 2011. We interpret this change in the statement
as a more cautious message by the central bank in the face of uncertain factors that have
aggravated in recent weeks. We do not believe this change to be a sign of an immediate upward
trend, since there has so far been no mention of effects on inflation expectations, which according
to the recent communication, are one of the key elements in Banxico’s decision to change its
monetary policy stance.

As for domestic economic activity, the language is also more optimistic, with a mention of the
possibility of the output gap turning positive “toward mid-2011”. However, in our opinion it is clear
that right now there is no evidence of inflationary pressures along this path, given the “safety
margin” still shown by various indicators of the output factor markets (e.g., unemployment,
installed capacity and credit to households and companies).

In short, Banxico sends a signal of greater caution as regards inflationary risks, absence of demand
pressures on prices and greater optimism in terms of activity. Based on this we believe that there
are still elements for maintaining the monetary pause throughout 2011.
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Table 1:
Summary of the Monetary Policy Statements

Nov 26 Jan21 Mar 4 Apprasal*

The global economy is continuing to grow, but at a slower pace.
Domestic demand in the main developed countries continued to
be affected by the weakness of their labor markets, the process
of household debt reduction, week consumer confidence and
reduced exposure to risk of their financial institutions. In this
context, the US economy seems to be slowing down. In
response to the weakness of its economic output, of
employment and of its outlook, the Federal Reserve Bank
Gobal increased the degree of laxness of its monetary policy, which wil
lead to a gradual but substantial increase in iquidty. This

The world economy continues to grow, athough with
significant differences between countries and regions, In the
advanced economies, the upturn in actiity has been based
on both the foreign sector and on domestic demand. In the
US, economic activity has improved driven by fiscal and
[monetary stimul. Several EU countries continue to be dogged
by fiscal problems and financial system woes. Meanwhie,
several emerging economies have recorded strong growth. As Greater optimism concerning global
for inflation, the rise in the prices of various basic commodties | -~ economic activity. Greater risks due to

The outlook for the world economy in 2011 has
improved, athough there are differences in growth
prospects between countries and regions. There has
been an economic recovery in the US, possbly in
response to fiscal and monetary stimulus. This has
resutted in an upwards revision of the economic activity
rate forecast for that country in 2011. In Europe, the
fiscal and financial problems facing several member

Context phenomenon has generated considerable captal inflows into the countnesgtf the Umont;qntnue t? bea major ca# s for (a resut of the abundant intemational lquidty), the greater commodity price rises
lemerging economies, the appreciation of their currencies, upward ﬂthemd' rofn‘g grow t;] emerg\fng ec‘;?:mes ast rate of growth (in particular in emerging economies), adverse
pressures on the prices of their assets, and substantial fa loab T” n :ﬁ";e 'f” itmore‘ a/ora prospehc SH weather conditions, and the geopoltical conflicts in the Middle
accumulation of international reserves. However, risk perception orgt 2 g;ow‘ N i S Tor extema _pre?u rgs, w? SHOUE 2t and North Afrca represent an element of risk for the
and the volatiity in some variables of the intemational financial pot out the snfant ncreae in ¢ € prce of some recovery of the world economy and for inflation in virtually all
markets have increased significantly lately, due in part to the bas‘m‘goods, aresit ofthe abundant‘mtem‘a t»ona] the countries. In particular, in several emerging economies
! N N X liquidity, the greater rate of growth (in particular in " A
uncertainty sumounding the potential effectiveness of the ! o the combination of increased spending and the rises in
monetary measures taken by the US and, perhaps more femerging econamies) and adverse weather condtions, commodity prices has heightened risks for inflation.
importantly, in response to the recent increase in the fiscal and
In Mexico, economic actiity continues to show a postive
In Mexico, industrial production and manufacturing exports Recovery of the Mexican economy continued over the :Leenﬂ‘ SIm%r:::ren::treothCT: dv?grg;;on;;n:u,f:cfjr:;mu?; ‘2 s
continued to grow, akhough some recent indicators suggest that [last months of 2010. Recently, extemal demand seems Meam;vh.i’h domestc demand isimprgvin rduly gThepm0§
the rate of growth of aggregate demand wil sow down to some  [to have picked up steam. Expansion of interal demand kvt \n’dicators how that piate congwgmption c.ontinues
extent. This reflects less dynamism of foreign demand and has been more obvious and widespread. Private o recover, whie Pvestment shows  cear upwardtend. As
Econoric weakness of domestic demand, especia\!y a reggrds invvestment‘ consumption remained dynamk, whie \'nvestmeqt et th/e output gep Bl to contue b cose, an d‘ the |Output gap closing more quickly and ikely to
owth However, the output gap has been closing relatively quickly, due |aeady shows a clearer postive trend, athough it ossity of & tuming postie toward mi-2011 perss, turn positive in mid-2011

in part to the uninterrupted expansion of the economy since the [remains at low levels. The output gap has been closing
third quarter of 2009. In ine with the greater global iquidity and  {more quickly and wil probably tum postive towards the
the country's macroeconomic soundness, the flow of resources  [second half of 2011, In ne with the country's

from abroad has increased significantly, akthough it seems to have |macroeconomic soldity and greater global iquidty,
sowed over the past few days. captal inflows continue to be significant.

However, several indicators of the output factor markets stil
show some safety margin. In particular, the unemployment
rate, atthough lower than in 2009, has remained at relatively
high levels in recent months, and the growth rate of lending
to households and companies is tuming posttive, whie the
use of instaled capacty is stil below pre-crisis levels.

In December of 2010, annual headline infiation stood at |Inflation in early 2011 has been in fine with the Bank of
14.40 per cent. The uptum during the close of that Mexico's forecast. Among other factors, this resutt was due
year was in fine with the Central Bank's forecast and  [to the favorable performance of the exchange rate, the
was associated mainly with the greater impact of the  |negative output gap, moderate cost pressures and the

non-core component, in particular of agricuural disappearance of the impact related to the tax changes that
e several months showing  downward trend and it fne with products. Average inflation in the fourth quarter was at |came into effect last year and sower growth of the rates
9 the lower end of the forecast range, which was authorized by the local govements. Infiation fel despite the

the forecasts of the Central Bank, annual headine inflation rose in
October 2010. This was due to the increase in non-core inflation,
driven mainly by the rise in the prices of agricultural products. The
Inflation | inflation trend continues to reflect the appreciation of the
national currency, the negative output gap, wage moderation,
and the low level of inflation worldwide. Infiation s expected to
continue to rise during the rest of 2010 in ine with the
characteristic price pattem of agricuttural goods and electricty,
and should resume its downward trend in 2011,

adjusted downwards in the latest Inflation Report. tax hike on tobacco and increased com prices. Looking ahead,
During the last three months of the year, annual core ~ [there are risks owing to the high degree of uncertainty
inflation remained stable, and for 2010 as a whole surrounding the future performance of intemational and
showed a reduction of 85 base points compared to its |domestic prices of grains and other commodities. In addtion
closing in 2009. Among other factors, these results can |to the pressures on the prices of basic commodities from

be attributed to the favorable performance of abroad, domestic prices wil be affected by the effects of the
exchange rates, the negative output gap and recent frost spellin Sinaloa and in other states of the
moderate cost pressures. Although there hasbeena  |Republic. There is ako a risk that the aforementioned
significant increase in the price of some products in the |geopoitical conflicts may generate reassignments in portfolios
domestic economy, several of them in response to the  |and capital flows which could lead to pressures on the
increase in the intemational prices of primary products, |exchange rate. Al these factors impair the inflation risk

we should point out that: first, many of those price  |balance, atthough inflation in 2011 should be in ine with the
revisions are commonplace at the beginning of the forecast offered in the latest Inflation Report published by the
year, second, this month has seen the fading of the [Bank of Mexico.

Greater caution, Impaired inflation risk
balance

In light of the above, the Board has decided to keep
the target for the ovemight Interbank Interest Rate
unchanged. The Board wil continue to monitor
forecast inflation performance, the output gap, public
prices, particularly cereal and other commodtty prices,
and other determining factors for inflation that may
point to unexpected general pressures on prices. The
aim s for the Central Bank to be able to adjust its
monetary stance if necessary in order to reach the 3

In light of the above, the Board has decided to keep the target
for the ovemight Interbank Interest Rate unchanged. The Board
wil continue to monitor forecast inflation performance, the
output gap, public prices, cereal and other commodty prices, and
Risk Balance |other determining factors for inflation that may point to
unexpected general pressures on prices. The aim is for the
Central Bank to be able to adjust its monetary stance ff necessary
in order to reach the 3 percent inflation target by the end of

In light of the aforementioned, the Board has decided to
keep the target for the ovemight Interbank Interest Rate
unchanged. The Board wil montor inflation expectations, the
output gap, public prices and, particularly, cereal and other
commodty prices, as well as other determining factors for
inflation that may point to unexpected general pressures on
prices. Should this last eventualty materialze in the Board's
(opinion, the Central Bank will adjust its monetary stance if

Pause and greater caution as regards
inflationary risks

2011, e cent fation taget. necessary in order to reach the 3 per cent infiation target.
Policy
Decision 0.0 0.00 0.00
Fondeo Rate 45 450 450

* Interpretation by BBVA Research of Banxico’s opinion in accordance with the latest monetary policy statement.
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