Banxico - Still waiting for the Fed

= Banxico released today its monetary policy decision, in which the
board decided to leave the reference rate unchanged at 3%, as it was
widely expected, particularly after what the U.S. Fed did back on
Thursday

= According to Banxico statement, cyclical conditions of the Mexican
economy continue show weakness, while inflation will remain below
the 3% target in 2015

= |In particular, the board members warned again that: “...any actions
from the U.S. Fed could have additional repercussions on the Mexican
exchange rate, inflation expectations, and the overall price dynamics...”

=  The minutes of today’s meeting will be released on October 5, and the
next monetary policy announcement will take place on October 29

= In contrast with previous central bank communiqué, the Foreign
Exchange Commission (FEC) did not publish any statement regarding
the auction mechanisms of dollars...

= ... however, U.S. dollar auctions will remain in place until September 30
= No market reaction at all followed Banxico communiqué

Monetary policy decision — Still waiting for the Fed. Banxico just released its
monetary policy decision, in which the board decided to leave the reference rate
unchanged at 3%, as it was widely expected. In our opinion, Banxico sees no
need to move the current monetary policy given that the balance of risks for
both growth and inflation remained unchanged vs. previous meeting. However,
Banxico highlighted its concern with the uncertainty surrounding the Fed’s
normalization of monetary policy, and its effect on the exchange rate given that:
“...any actions from the U.S. Fed could have additional repercussions on the
Mexican exchange rate, inflation expectations, and the overall price
dynamics...”. In this context, we continue to believe that Banxico remains
“tied” to the Fed’s monetary actions.

The slow recovery of the Mexican economy continues. In our opinion, the
tone of the statement regarding Mexico’s economic growth is marginally more
positive than in July’s statement. In particular, the central bank considers that
the recent figures suggest that Mexico’s exports have begun to recover, while
investment continues to show an upward trend. Additionally, Banxico
highlighted that most of the economic indicators associated with domestic
demand have shown better growth prospects. However, the board considers that
the slack in Mexico’s economy remains, which will not translate into demand-
side pressures on prices.
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Relative monetary conditions and exchange rate remain the most important
factors in Banxico’s decision-making process. The monetary authority
concludes that cyclical conditions of the Mexican economy continued to show
weakness while inflation will remain below the target in 2015. However, as it
was abovementioned, board members warned again that: “...any actions from
the U.S. Fed could have additional repercussions on the Mexican exchange
rate, inflation expectations, and the overall price dynamics...”. In this context,
the board will pay particular attention to “... the pass-through of the exchange
rate to inflation, the relative monetary conditions between Mexico and the
United States, and the evolution of the slack in the economy...".

We maintain our view that the central bank's next move will be a hike,
immediately after the Fed. 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’s next
move will be a rate hike, immediately after the Fed starts its normalization of
monetary policy in December 15-16. This implies that the central bank could be
raising rates at its next regular meeting on December 17.

No news from the Foreign Exchange Commission (FEC). The FEC —formed
by members from Banxico and MoF, in charge of FX policy-, did not publish
any communiqué today, as it was the case in Banxico’s previous interest rate
announcement (back in July 30th). Even though some market participants were
expecting some news from the FEC, we highlight that USD auctions will
continue to be in place until September 30th. As a result, FEC officials still have
some time to assess post-Fed FX dynamics. Going forward, we anticipate the
FEC will renew the USD auctions as they are (US$200mn with and with no
minimum price) until the end of October.
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From our fixed income and FX strategy team

No market reaction followed Banxico’s communiqué. Mexican securities
observed a muted reaction following Banxico’s policy decision, as investors
continue digesting the news coming from the Federal Reserve last week. In this
context, last Friday we recommended profit-taking in our trade idea to receive
9-month TIIE-IRS (9x1) at the target level of 3.65% opened back on September
3rd. This strategy had a total holding period return of 26bps, consisting of 20bps
of capital appreciation and 6bps of carry + roll-down. However, we
acknowledge that the short-end of the yield curve remains attractive vis-a-vis
other EM, taking into consideration implied cumulative rate hikes priced in for
the following 12 months. In the FX market, the Mexican peso weakened
momentarily from 16.68 up to 16.75 per dollar, currently trading at 16.68. In our
view, some participants may have bet for a rate hike or a more hawkish bias.
Moreover, some of the pressure could also stem from expectations of an
extension and/or modification of the daily USD sales by the Foreign Exchange
Commission (FEC), which did not materialize. We remain defensive on the
peso, buying USD/MXN on dips. Last week’s Fed decision to not hike rates
while keeping the signal about the potential pace of normalization in 2016 and
2017 unchanged will keep uncertainty elevated. Banxico’s strong vigilance of
relative monetary conditions to the US signals that low carry with respect to
other EM (which we believe has provided some support to the peso in recent
weeks) maintains the currency’s vulnerability to external risks. All in all, we
expect USD/MXN to continue in a wide range between 16.45/50 and up to its
recent minimum of 16.36 as main supports, with a gradual upward trend
towards its main resistances located at 16.80 and 17.00 per dollar.

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.
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