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Banxico QR - Stronger GDP growth and a positive

output gap are consistent with modest rate cuts

= Banxico published today its 3Q23 Quarterly Report (QR). In line with our view, the
highlight was the upward revision to GDP forecasts for this year and in 2024

= Specifically, this year’s GDP was revised to 3.3% from 3.0% (Banorte: 3.3%). For 2024, the
central bank anticipates 3.0% from 2.1% (Banorte: 2.4%). As in recent QRs, inflation
forecasts were unchanged relative to the latest policy statement

= Questions were centered on the likely path and strategy for monetary policy ahead. They
reiterated that the first interest rate cut could be debated as soon as in 1Q24, but it would
not necessarily mean the start of an easing cycle. Comments were also made about the
fiscal outlook, the minimum wage increase for 2024, and capital flow dynamics, among
others

= We reaffirm our call that the reference rate will end this year at 11.25% and that the first
25bps cut will materialize in March 2024. In our view, current economic strength and a
more positive output gap imply higher inflation risks from the demand side

GDP growth revised higher and a more positive output gap... In line with our view, and for a
second time in a row, GDP growth estimates for this year and 2024 were revised to the upside.
With this, they are more aligned, albeit slightly more positive, than our call. Specifically, GDP
for 2023 is now expected at 3.3% y/y from 3.0% (Banorte: 3.3%), with next year also stronger,
at 3.0% from 2.1% (Banorte: 2.4%). For 2025, an additional deceleration is forecasted, to 1.5%.
As a result, the output gap —an estimate about the cyclical position of the economy relative to
its potential- is more positive when compared to the previous QR. At the time, it was
calculated at +0.7% of potential GDP in 3Q23; currently, this period was increased to 1.4%
(Banorte: 0.8%). In addition, Banxico locates it in positive territory for the full forecast horizon
in its base case scenario, which ends in 4Q25. Previously, it returned to negative in 3Q24 (see
chart on the next page). We highlight this metric as it is important for the central bank’s
assessment about the risks to the convergence of inflation to the target (in 2Q25), as well as
inflation forecasts. At the margin, a more positive output gap would reinforce the upside skew
to the balance of risks. On the latter point, we note also the comments made by Deputy
Governor Jonathan Heath in a radio interview this week. He mentioned that: “..This is not what
we were seeing a year ago [...]. Instead, the economy has been stronger, so right now we see a
situation in which there are inflationary pressures that can be explained by the excess of
aggregate demand...”.

...with the Q&A still focused on possible rate cuts ahead. After the shift towards a less hawkish
tone in the November 9% decision, questions centered on the possible policy path and strategy
ahead. Governor Victoria Rodriguez reaffirmed that the first interest rate cut is not projected
for December, while they will likely open this discussion on 1Q24 (based on the latest minutes,
it is our take that at least four members also share this view) and that, when this happens, it
‘won’t necessarily be in consecutive meetings’ (with comments in this sense from three out of
five Board members in the same document). On the latter, we noted that Deputy Governor
Mejia said he would not rule out the possibility of rate cuts in consecutive meetings, while
Deputy Governor Heath reaffirmed some of his recent public comments about ‘fine tuning’
policy early next year. Other considerations included: (1) If the fiscal outlook for next year was
already included in their expectations; (2) how concerned or not were they about the minimum
wage revision for 2024 for prices; and (3) portfolio outflows from Mexico so far this year.
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We reaffirm that the first cut will be in March 2024, along with 200bps of accumulated
reductions next year. The QR’s content, forecast revisions, and the comments made in the
press conference, were in line with our expectations and with no important surprises. In this
backdrop, we maintain our view that the first cut will be in March, followed by a pause in May.
After this, reductions would resume in June, albeit in consecutive decisions going forward.
Starting in November, the pace would quicken, with two 50bps cut each. As a result, there
would be 200bps of accumulated cuts in FY2024, with the reference rate ending in December
at 9.25%.

They reiterated that the balance of risks for inflation is titled to the upside, with forecasts
and factors to the upside and to the downside unchanged. As usual, the inflation trajectory
was the same as in the last decision. On the balance of risks, the driving factors were
unchanged and in the same order as in the statement. Only where mentioned more details on
each of them.

CPI forecasts
% y/y, quarterly average

3Q23 4Q23 1024 2Q24 3Q24 4Q24 1Q25 2Q25 3Q25
Headline 4.6* 4.4 4.3 4.0 3.7 3.4 3.2 3.1 3.1
Core 6.2* 5.3 4.5 3.9 3.5 3.3 3.2 3.1 3.1

Source: Banco de México. *Observed data

2023 and 2024 GDP estimates revised upwards, resulting in a more positive output gap. For
2023 activity GDP growth increased +30bps, standing at 3.3% (range: 3.1% to 3.5%), in line
with our forecast and slightly below consensus (banking sector survey: 3.4%). The main drivers
were: (1) A more robust growth trend in 3Q23, with a positive performance in the three
economic sectors; (2) a tight labor market and high wage growth; (3) the positive evolution of
domestic demand, especially investment; and (4) export growth. Meanwhile, the revision for
2024 was even higher than our expectations, at +90bps to 3.0% (range: 2.3% to 3.7%).
Specifically, “...the revision for said year is explained, mainly, by the fiscal stance...”. Finally, the
initial forecast for 2025 implies a significant moderation at 1.5% (range: 0.7% to 2.3%).
Returning to the output gap, the highest point would be at 1.5% in 1524. Consistent with our
outlook for prices, we believe that the strength of aggregate demand implies elevated risks for
inflation and its expectations.

Other estimate changes. Banxico narrowed the range of its estimate for job creation affiliated
to IMSS for this year, 2024 was raised, and 2025 forecast was added. Overall, the labor market
is seen as stronger. On external accounts, narrower deficits are broadly anticipated for both
the trade balance and current account. For more details, see the tables below.
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Banxico’s Forecasts
Previous Report (2Q23)

Banxico’s Forecasts
Current Report (3Q23)

2023 2024 2025
GDP (% y/y) GDP (% y/y)
Central scenario 33 3.0 15 Central scenario 3.0 2.1
Range 3.1to3.5 23t03.7 0.7to0 2.3 Range 2.5t035 13t029
ft':“:l';‘;:":s';t 670 to 770 610 to 810 550 to 750 ft':“:l';‘;:":s';t 670 to 830 570 to 770
Trade Balance -16.0to -10.0 -27.81t0-19.6 -26.8to0-17.4 Trade Balance -30.6to0-24.1 -30.4t0-22.2
(-0.9% to -0.6% of  (-1.5% to-1.1% of  (-1.5% to -1.0% of (-1.7% to -1.3% of (-1.7% to -1.2% of
(bn) (bn)
GDP) GDP) GDP) GDP) GDP)
Current account -18.6 to -8.6 -24.3t0-11.6 -23.4to0-7.4 Current account -31.6to0-21.5 -28.6to-15.6
(-1.0% to -0.5% of  (-1.3% to -0.6% of (-1.3% to -0.4% (-1.8% to -1.2% of (-1.6% to -0.8% of
(bn) (bn)
GDP) GDP) of GDP) GDP) GDP)

Source: Banxico

Source: Banxico
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Guide for investment recommendations.

Reference
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