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MPC Preview.

Committee to Maintain Status Quo Today

The Monetary Policy Committee (MPC) meets this week, and -- except for
emergency call for Extraordinary Meeting -- for the last time this year. Compared
to the last meeting in September, it would appear that the forthcoming meeting
is not widely anticipated -- especially among local observers -- given that the
Committee is unlikely to unveil or announce any policy changes. Whilst
expecting status quo, also in line with Bloomberg consensus, we look forward,
specifically, to the Committee’s report on its assessment of the impact of
monetary tightening and flexible foreign exchange rate policy on the
transmission of foreign inflows into the economy.

Sigh of Relief

The MPC took the wait-and-see option in September -- in line with our expectation --
doubling down on its decisions -- consisting two rate hikes and the introduction of
flexible foreign exchange policy -- since March. At the last meeting, the Committee
reemphasized the need to prioritize the use of monetary policy instruments in dealing
essentially with stability issues around key prices (consumer prices and exchange
rate) as prerequisites for growth.

Indeed, the NBS’ recently released capital importation report revealed that an amount
of USD1.82 billion was imported into the economy between July and September (Q3).
Though the amount was 34% below the value of imported capital in Q3-2015, it was
the biggest quarterly receipt in four quarters. In our view, the inflow reflected the
impact of the flexible exchange rate policy introduced in July, which initially gained
foreign institutional investor endorsement, especially as it was accompanied with (1)
the clearance of the USD4.02 billion outstanding demand for forex at the time, and (2)
the MPC’s decisions in July and September meetings showing firm preference for
portfolio inflows through policy tightening.

Figure 1: Total Capital Importation (USD million) Figure 2: Y/y Headline Inflation
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Meanwhile inflation rose by 0.83% month-on-month in October, 3bps higher than the
0.8% m/m increase in September. The benign m/m increase, despite bucking a 4-
month declining trend, adds to evidence that the momentum of price increases
experienced thus far this year may be slowing.

Going into this meeting, the news on capital importation and month-on-month inflation
have provided the MPC some breathing space. We think the MPC will find the fact that
50% of the total amount of imported capital came from portfolio investors -- for
investment in equity (11%), bonds (20%) and money market instruments (19%) --
particularly comforting.

More Work to Do

Despite these developments, there are some good reasons to believe that the MPC’s
work is not yet done. Most importantly, notwithstanding the improvement in capital
imported, the forex markets are still significantly short of liquidity, hence the wide
spread between the official and parallel exchange rates. The CBN remains the biggest
seller of the USD in the interbank market, evidenced by the bank’s frequent
intervention in the market in recent months. In October alone, the external reserve
reduced by USD580 million as the CBN defended the Naira. The initial confidence in
the administration of the flexible exchange rate policy has waned, as the CBN appears
to have resumed control of the exchange rate. Last week, apparently driven by the
ambiguous forex mechanism, the FMDQ OTC Securities Exchange announced the
suspension of the FMDQ Spot FX Closing Rate, sighting the misalignments that exist
in the FX market. Visibility on how the forex market operates is very low and if
anything, could cause capital inflows to slow down to pre Q3 levels in the coming
quarters.

Figure 3: Gross External Reserves (USD Billion)

35.00 65.00 400 -
34.00 60.00 350 -
33.00
55.00 300 -
32.00
31.00 50.00 250 A
30.00 45.00 200
29.00 40.00 150 A
28.00
35.00 100 -
27.00
26.00 30.00 50 1
25.00 250 0+ +
R EEFEEEEEEEE T EEEEEEEEEE
> 0 c o9 g 5 >c 35 @2 a8 2 L 6 & &6 £ L L s 2= 5 & =
2838232323392 S8 se238332380
888888¢8°8888 S RQIRI RGN

mmmm Fxternal Reserves (N'bn) (LHS)

Source: CBN, Bloomberg, Cordros Research

Nov. 2016 Cordros Capital Research

Brent Oil ($/bbl) (RHS)

Figure 4: Naira vs. USD Exchange Rate
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Even the moderation in monthly inflation does not suggest that the structural factors
behind the sharp price increases witnessed thus far have been addressed. For the
records, the management of most quoted manufacturing companies that have
announced July to September earnings confirmed to have taken price actions in recent
months to offset rising forex-linked costs (from raw materials to energy). FEWSNET
also reported recently that the scarcity of forex continues to impact the prices of local
agricultural commodities. Consensus view is that upside risk to prices through the
forex channel remains elevated. Going forward, producers will be more responsive to
costs, as they seek to protect margins -- in the event that they continue to augment
USD requirements with purchases from the volatile alternative sources.

We Do Not Expect the MPC to Hike . .

The MPC has maintained its stance on prioritizing the use of monetary policy
instruments in dealing essentially with the stability of consumer prices and exchange
rate. But there have been some doubts over the possibility of attracting the amount of
forex required to bring about stability of the naira using its current unpopular measure
of exchange rate management. There are even more doubts over investors’ perception
of Buhari’'s government, given the challenges it faces with its economic recovery and
diversification programmes. At the centre, the economy has deteriorated even further,
with the third quarter negative 2.24% growth beating consensus’ -2.05% estimate.
Activity indicators such as October PMI -- which was stuck below the 50 threshold that
separates expansion from contraction for the tenth consecutive month -- suggest that
economic and business activities are yet to considerably pick-up, and supports
consensus expectation for GDP contraction this year. We are far from convinced that
the MPC will attract new capital flows by simply raising interest rate. In fact, we expect
the Committee to drop interest rate when inflation starts falling (owing to base effects)
as from February next year.

Figure 5: Real GDP Growth Figure 6: Manufacturing and Non Manufacturing PMI
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... Or Cut Interest Rate

At the last meeting, the MPC defied calls -- including from the Finance Minister -- for
rate cut. The MPC has already given indications that monetary policy has been
substantially burdened and stretched, and will continue to emphasize improved fiscal
activities (at restarting growth) to complement monetary policy. Against this
background, we think the Committee will hold the line on interest rate once again.
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Important Disclaimers

This document has been issued and approved by Cordros Capital (Cordros) and is based on information from
various sources that we believe are reliable. However, no representation is made that it is accurate or complete.
While reasonable care has been taken in preparing this document, no responsibility or liability is accepted for errors
or fact or for any opinion expressed herein. This document is for information purposes only. It does not constitute
any offer or solicitation to any person to enter into any trading transaction.

Investments discussed in this report may not be suitable for all investors. This report is provided solely for the
information of Cordros clients who are then expected to make their own investment decisions. Cordros conducts
designated investment business with market counter parties and customers and this document is directed only to
such persons. Cordros accepts no liability whatsoever for any direct or consequential loss arising from any use of
this report or its contents. This report is for private circulation only and may not be reproduced, distributed or
published by any recipient for any purpose without prior express consent of Cordros. Users of this report should
bear in mind that investments can fluctuate in price and value. Past performance is not necessarily a guide to future
performance.

Cordros and/or a connected company may or may not have a relationship with any of the entities mentioned in this
document for which it has received or may receive in the future fees or other compensation. Cordros is regulated
by the Securities and Exchange Commission to conduct investment business in Nigeria.
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