Banxico preview - We expect a 25bps
hike in December

= Banxico will announce its monetary policy decision tomorrow
(December 17) at 2:00pm (EST)

= We expect that Banxico will decide to increase by 25bps the reference
rate

= Thus, the new reference rate will stand at 3.25% from 3% in October

= We highlight that Banixo’s rate hike will take place right after the Fed
starts its hiking cycle

= We believe that Banxico will justify the rate hike given Mexico’s
relative monetary conditions, particularly with the U.S. despite the
absence of inflationary pressures and moderate growth

=  The minutes of this meeting will be published on December 31, and the
next monetary policy announcement will take place on February 4

25bps rate hike after a 18-month pause. Tomorrow, Banxico will hold its
final monetary policy meeting of the year. The monetary policy communiqué
will be published on Thursday (December 17) at 2:00pm (EST). We believe that
board members will decide to increase by 25bps the reference rate, as it is
widely expected. Thus, the new reference rate will stand at 3.25% from 3%.

We highlight that the last time that Banxico raised the reference rate was in
August 2008, and the last downward movement was in June 2014. This implies
that the reference rate has stood at 3% for 18 months consecutive months. In
addition, Banxico’s rate hike will take place just a day after the Fed starts
normalizing rates in the United States today. We believe that the Board will
justify the increase, given the importance of Mexico’s relative monetary
conditions, particularly with the U.S., despite the absence of inflationary
pressures and moderate economic growth.

Moderate growth and low inflation. Given Mexico’s slow economic growth,
the absence of inflationary pressures, and the Fed’s current monetary policy,
common sense would dictate that Banxico should not raise the reference rate,
until the Fed begins its hiking cycle. Inflation is at historically low levels (refer
to the chart on the left), and even though Mexico's economic growth has been
higher in 2015, growth expectations have been continuously revised downwards
(refer to chart on the right). Similarly, Mexico’s economic outlook is not
encouraging in 2016. The current situation of low crude oil prices given
Mexico’s heavy dependence on oil revenue (~25%), the government's
commitment to reduce the fiscal deficit to 0.5% of GDP in 2016, and the new
fiscal regulations that will affect Mexico’s federal entities and municipalities
accounts, will translate into a lower public spending, hindering 2016 GDP’s
growth below 3%.
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Rate hike in Mexico, despite sluggish activity and low inflation. Despite
moderate economic growth and low inflation, we believe that an increase in the
U.S. reference rate is a sufficient condition to trigger a rate hike in Mexico —
despite the fact that economic activity has been sluggish and that inflation could
converge to the 3% target this year-, given that the holdings of foreign investors
in the short-end of the curve is elevated (refer to the following chart on the left),
making even more relevant the spread between Mexico’s reference rate and the
Fed funds rate, as shown in the chart on the right. In this regard, given that
Mexico continues to be a small and open economy, Banxico does not manage
the reference rate in absolute terms but, given the global influence of the U.S.
monetary policy, it only sets the spread between Mexico’s rate and the U.S. Fed
funds rate. Thus, if the U.S. Fed decides to hike its rate in December, almost
independently of Mexico’s economic cycle and inflation, Banco de Mexico
“will have to maintain” the differential between the interest rates in both
countries. Particularly given that not doing it could trigger a significant and
erratic depreciation of the Mexican peso against the dollar.
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In summary. While Banxico’s central scenario seems to be of economic
activity weakness and inflation below target until year-end, the prospects of
higher rates in the United States pose a significant risk to exchange rate and
inflation levels in Mexico. Given this, we believe that Banxico will start its
hiking cycle when the Fed begins its own normalization of monetary policy next
today. Looking ahead, we believe that Banxico will follow the Fed in its
monetary tightening cycle, but Banxico’s monetary stance could diverge from
the Fed’s if the business cycles between both countries show major differences.

Disclaimer

The information contained in this document is illustrative and informative so it should not be
considered as an advice and/or recommendation of any kind. BANORTE is not part of any party or
political trend.

ap BANORTE IXe



GRUPO FINANCIERO BANORTE S.A.B. de C.V.

Research and Strategy
Gabriel Casillas Olvera Chief Economist and Head of Research gabriel.casillas@banorte.com (55) 4433 - 4695
Raquel Vazquez Godinez Assistant raquel.vazquez@banorte.com (55) 1670 - 2967

Economic Analysis

Delia Maria Paredes Mier Executive Director of Economic Analysis delia.paredes@banorte.com (55) 5268 - 1694
Alejandro Cervantes Llamas Senior Economist, Mexico alejandro.cervantes@banorte.com (55) 1670 - 2972
Katia Celina Goya Ostos Senior Global Economist katia.goya@banorte.com (55) 1670 - 1821
Eﬂégn:sg/ﬁzjzandm Calvo Economist, Regional & Sectorial miguel.calvo@banorte.com (55) 1670 - 2220
Juan Carlos Garcia Viejo Economist, International juan.garcia.viejo@banorte.com (55) 1670 - 2252
Rey Sall Torres Olivares Analyst saul.torres@banorte.com (55) 1670 - 2957
Lourdes Calvo Fernandez Analyst (Edition) lourdes.calvo@banorte.com (55) 1103 - 4000 x 2611

Fixed income and FX Strategy

Alejandro Padilla Santana Head Strategist — Fixed income and FX alejandro.padilla@banorte.com (55) 1103 - 4043
Juan Carlos Alderete Macal, CFA  FX Strategist juan.alderete.macal@banorte.com (55) 1103 - 4046
Santiago Leal Singer Analyst Fixed income and FX santiago.leal@banorte.com (55) 1670 - 2144

Equity Strategy

Director Equity Research —
Telecommunications / Media

Victor Hugo Cortes Castro Equity Research Analyst victorh.cortes@banorte.com (55) 1670 - 1800

Senior Equity Research Analyst —
Conglomerates/Financials/ Mining/ Chemistry

Marisol Huerta Mondragén Equity Research Analyst — Food/Beverages marisol.huerta.mondragon@banorte.com (55) 1670 - 1746
Equity Research Analyst — Airports / Cement /

Manuel Jiménez Zaldivar manuel jimenez@banorte.com (55) 5268 - 1671

Marissa Garza Ostos marissa.garza@banorte.com (55) 1670 - 1719

José ltzamna Espitia Hernandez . jose.espitia@banorte.com (55) 1670 - 2249
Infrastructure / Fibras

Valentin Ill Mendoza Balderas Equity Research Analyst — Auto parts valentin.mendoza@banorte.com (55) 1670 - 2250
Maria de la Paz Orozco Garcia Analyst maripaz.orozco@banorte.com (55) 1670 - 2251
Corporate Debt

Tania Abdul Massih Jacobo Director Corporate Debt tania.abdul@banorte.com (55) 5268 - 1672
Hugo Armando Gémez Solis Analyst, Corporate Debt hugoa.gomez@banorte.com (55) 1670 - 2247
|dalia Yanira Céspedes Jaén Analyst, Corporate Debt idalia.cespedes@banorte.com (55) 1670 - 2248
Wholesale Banking

Armando Rodal Espinosa Head of Wholesale Banking armando.rodal@banorte.com (55) 1670 - 1889
Alejandro Eric Faesi Puente Head of Global Markets and Institutional Sales  alejandro.faesi@banorte.com (55) 5268 - 1640
Alejandro Aguilar Ceballos Head of Asset Management alejandro.aguilar.ceballos@banorte.com (55) 5268 - 9996
Arturo Monroy Ballesteros Eii:\i(?; Investment Banking and Structured arturo.monroy.ballesteros@banorte.com (55) 5004 - 1002
Gerardo Zamora Nanez I;I:stc(j)r?rf];ransactlonal Banking, Leasing and gerardo.zamora@banorte.com (81) 8318 - 5071
Jorge de la Vega Grajales Head of Government Banking jorge.delavega@banorte.com (55) 5004 - 5121
Luis Pietrini Sheridan Head of Private Banking luis.pietrini@banorte.com (55) 5004 - 1453
René Gerardo Pimentel Ibarrola ~ Head of Asset Management pimentelr@banorte.com (55) 5268 - 9004
Ricardo Velazquez Rodriguez Head of International Banking rvelazquez@banorte.com (55) 5004 - 5279
Victor Antonio Roldan Ferrer Head of Corporate Banking victor.roldan.ferrer@banorte.com (55) 5004 - 1454


mailto:katia.goya@banorte.com
mailto:jespitia@ixe.com.mx
mailto:hgomez01@ixe.com.mx

