We now expect a 25bp hike in June

= Following the favorable labor market report in the U.S., our
international economic analysis team now expects that the FOMC wiill
hike the Fed funds range in 25bps at its next meeting on June 14

= Consequently, we anticipate that Banxico will follow the Fed and raise
its reference rate by 25bps at its meeting on June 22

= The Board Members have stated in the past that the three main factors
they will evaluate in deciding whether to increase the reference rate
are:
(1) The relative monetary stance between Mexico and the United
States;
(2) The evolution of inflation; and
(3) The evolution of the output gap

= In an environment where 12-month inflation is likely to continue to rise
and where it is practically a fact that the Fed will raise rates in June, we
find it very difficult for Banxico to be able to disassociate itself from the
Fed's moves

Following the positive US labor market report, our international economic
analysis team now expects the FOMC to raise the Fed funds rate by 25bps
at its next meeting on June 14. Consequently, we anticipate that Banxico will
follow the Fed and raise its reference rate by 25bps at its meeting on June 22.
The Board Member have stated in the past that the three main factors they will
evaluate in deciding whether to increase the reference rate are: (1) The relative
monetary stance between Mexico and the United States; (2) the evolution of all
inflation determinants and its medium- and long-term expectations, in particular
the potential pass-through effect of the depreciation of the exchange rate
changes and increase in gasoline prices to other prices; and (3) the evolution of
the output gap.

(1) Relative monetary stance vs. US Fed. The FOMC kept the Fed funds range
unchanged at 0.75-1% at its last meeting on Wednesday. The US monetary
authority stated that the deceleraton in 1Q17 is temporary and that the labor
market has strengthened despite the slowdown. Moreover, the tone of the recent
interventions by different Fedspeakers led our international economic analysis
team to believe that the Fed will still hike two more times this year, 25bps in
June and another 25bps in September. This view is in line with market
expectations, which discount a June hike with 100% of probability (as implied
by Fed funds rate futures). As a result, we believe that Banxico will skip the
hike in May, but will follow the Fed in June by hiking the reference rate by
25bps.
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(2) Inflation, FX and expectations. Since the last monetary policy meeting that
took place on March 30, annual inflation has increased from 5.35% in March to
5.62% in the first half of April. Moreover, next Tuesday, INEGI will release
April’s inflation numbers, where we expect to see annual inflation climb to
5.79%, slightly above our forecast for year-end. Against this backdrop, in terms
of the exchange rate and inflation expectations, the outlook is more favorable.
Although the peso has depreciated 1.1% since the last monetary policy meeting,
it has appreciated 15.3% from the high reached on January 19, from 21.90 to 19
pesos per dollar (taking May 4™ "fix" exchange rate) . In addition, although
inflation expectations for year-end, according to the latest Banxico’s survey,
have increased from 4.6% in March to 4.7% in April, medium and long-term
expectations have not shown any additional deterioration standing at 3.5% and
3.4%, respectively.

(3) Negative output gap. Analyzing Banxico’s methodology to estimate the
output gap —where GDP is calculated using a Hodrick-Prescott filter with tail
correction—, we have seen several quarters with a negative gap, although it has
considerably tightened towards the long term trend. Considering this, we believe
that we are close to seeing demand-side pressures on inflation.

We expect a 25bps increase in Banxico’s reference rate at the June 22
meeting. In an environment where annual inflation is likely to continue to rise —
even though it will only reflect the increase in energy prices in January, and
some pass-through effects of the exchange rate-, and expecting a US Fed rate
hike in June, we find it very difficult for Banxico to be able to disassociate from
the US Fed, particularly now that much of the uncertainty related to Trump's
potential policies has dissipated, which could accelerate economic growth in the
coming quarters.
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