Banxico’s QIR - A less hawkish Banxico, but
still tied to the Fed

= Banxico published today its Quarterly Inflation Report (QIR) for 3Q16
=  We highlight the following issues:

(1) Inflation in 2017 will remain above Banxico’s 3% target throughout
the year, although it will converge to 3% in 2018

(2) The outlook for the global economy became more complex given the
outcome of the US election

(3) As a result, the balance of risks for the Mexican economy has
deteriorated, which prompted a downward revision to Banxico’s
2017 growth forecast range, which now stands between 1.5% and
2.5% (previous range: 2%-3%o).

(4) The output gap will remain in negative territory until 2018; and

(5) Banxico published its official monetary policy meetings calendar for
2017

= |In the traditional “grey boxes” Banxico’s researchers tackle the
following topics:

(1) The adjustment of relative prices, given the depreciation of the
Mexican currency, will be conducted in an orderly fashion; and

(2) The neutral interest rate has declined as a result of the
international accommodative monetary policies. Therefore, the
long-term neutral rate now stands between 4.7% and 6.3%

= We maintain our view that Banxico will increase the reference rate by
25bps in December, immediately after the Fed

Lower growth ahead but higher inflation. The monetary authority released its
Quarterly Inflation Report (QIR) for 3Q16. The release was accompanied by a
press conference led by Governor Carstens. We highlight the following issues
discussed in the document: (1) Inflation in 2017 will remain above Banxico’s
3% target throughout the year, although it will converge to 3% in 2018; (2) the
outlook for the global economy became more complex given the outcome of the
US election; (3) as a result, the balance of risks for the Mexican economy has
deteriorated, which prompted a downward revision to Banxico’s 2017 growth
forecast range, which now stands between 1.5% and 2.5% (previous range: 2%-
3%); (4) the output gap will remain in negative territory until 2018; and (5)
Banxico published its official monetary policy meetings calendar for 2017.

In addition, in the traditional “grey boxes” Banxico’s researchers tackle the
following topics: (1) The adjustment of relative prices, given the depreciation of
the Mexican currency, will be conducted in an orderly fashion; and (2) the
neutral interest rate has declined as a result of the international accommodative
monetary policies. Therefore, the long-term neutral rate now stands between
4.7% and 6.3%.
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Inflation above 3% in 2017. The monetary authority affirmed that the recent
upward trajectory of core inflation has been explained by the evolution of the
commodity price sub-index, which has absorbed the higher pass-through effect
of the depreciation of the Mexican currency to prices. In addition, the recent
increase in the non-core sub-index has been explained by the increase of
gasoline prices at the Mexican border. In the aggregate, the central bank expects
inflation to close the year slightly above its 3% target. However, Banxico did
acknowledge that inflation will stand above 3% in 2017 and will gradually to
converge to its target by the end of 2018. Among the upward risks, the central
bank stressed out that the uncertainty that prevails could accentuate the
depreciation of the Mexican currency, which in turn, contaminate inflation
expectations and generate second-order effects that adversely affect the price
formation process.
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Higher economic growth in 3Q16... The report highlights the performance of
the Mexican economy during the third quarter of 2016, as a result of the higher
growth of services and agricultural production. However, industrial production
has decelerated given the recession in the mining sector. Similarly, construction
slowed down due to the fall in public investment, while private construction
projects have remained stable. Mexican exports also showed a higher growth
due to the greater dynamism of external demand. Moreover, Governor Carstens
referred to the expansion of private consumption as a result of credit growth in
the private sector, as well as further growth in remittances. However, the greater
dynamism of private consumption has not yet translated into greater inflationary
pressures.

... but lower growth in 2017. Regarding growth forecasts, the central bank
narrowed down its estimated growth range for this year between 1.8 and 2.3%
(previous: 1.7% and 2.5%). Given the outcome of the US election, (1) the
balance of risks for the Mexican economy has deteriorated, which prompted a
downward revision to Banxico’s 2017 growth forecast range, which now stands
between 1.5% and 2.5% (previous range: 2%-3%; Banorte-Ixe: 1.1%).
Moreover, the central bank announced its growth estimates for 2018, which
estimate a growth between 2.2% and 3.2% (see next box). Regarding the
creation of jobs, it revised up his forecast for this year, but lowered that of 2017.
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Banxico's Forecast Banxico’s Forecast
Recent Previous Quarterly Report
2016 2017 2018 2016 2017 2018
GDP (%) 1.8-23 15-25 22-32 GDP (%) 1.7-25 20-3.0
Employment Employment
(thousands) 640 - 710 600 - 700 650 -750 (thousands) 590 - 690 610-710
Trade Balance -152(1.5% 126 (1.2%of -123(1.1% Trade Balance -16.0 (1.5% of  -16.0 (1.4% of
(bn) of GDP) GDP) of GDP) (bn) GDP) GDP)
Currentaccount  -31.5(3.0% -30.9(3.0%of -33.9(3.0% Currentaccount  -32.4 (3.1% of -35.6 (3.2% of
(bn) of GDP) GDP) of GDP) (bn) GDP) GDP)
Inflation Inflation
Sliahtl Above the Around the
Headline g 3:, permanent  Close to 3% Headline Close to 3% permanent
above 3% . o . LE
inflation target inflation target
Sliaht Above the Around the
Core g 3{, permanent Close to 3% Core Close to 3% permanent
above 3% . o _ Petl
inflation target inflation target
Source: Banxico Source: Banxico

Banxico published its calendar of monetary policy meetings for 2017. In our
opinion, Banxico is highly aware of the Fed's decision-making process, since all
of its monetary policy meetings will be held days after the FOMC meetings.
With this, the Banxico’s meetings will be more relevant, since the Mexican
central bank will have greater flexibility to act in a timely manner in case of an
increase in Fed Funds rate (refer to the following table).

Monetary policy meetings: Banxico & Fed

Month Banxico Fed
January

February 9 1
March 30 15
April 30

May 18 3
June 22 14
July 26
August 10

September 28 20
October

November 9 1
December 14 13

Source: Banorte-Ixe with data from the Federal Reserve and Banxico

The adjustment of relative prices, given the depreciation of the Mexican
currency, will be conducted in an orderly fashion. The first “grey box”
analyzes the relationship between the real exchange rate and the relative prices
of goods and services. The takeaways of Banxico’s research show that the prices
of goods do adjust as a result of the volatility in the exchange rates, but they do
so in a slow and steady manner. In the context of the current depreciation of the
real exchange rate, prices of goods will rise faster than those of services.
However, these changes will occur in a steady manner, which Banxico hopes
will not impact inflation expectations.



&b BANORTE IXe

The neutral interest rate has declined as a result of the international
accommodative monetary policies. In the second research box, the central
bank conducted an analysis of the natural interest rate. According to the results
of the research, the neutral level of the nominal interest rate in the medium-term
is 4.8% (range: 3.9% to 5.6%), below the 7.4% level seen before 2009 (range:
6.8% to 8.2%), mainly as a result of unconventional monetary policies in
developed countries, which fostered global liquidity. Regarding long-term
equilibrium rate, according to Banxico, the level of the neutral rate is 5.5%
(range: 4.7% to 6.3%), influenced by demographic changes and less economic
dynamism.

We expect a 25bps hike in the reference rate in December. Looking ahead,
we continue to forecast a highly volatile exchange rate market, given: (1) If
Trump’s fiscal stimulus does materialize, inflation might be higher and the
Fed’s hiking cycle could be faster than our base-case scenario; (2) Trump’s
future comments regarding NAFTA and the bilateral trade relation; and (3) Oil
price volatility. Moreover, we expect a 25bps hike from the Fed in December. In
this context, we believe that Banxico will increase the reference rate by 25bps in
their next monetary policy meeting on December. However, we do not rule out a
50bps hike if FX volatility increases in the coming weeks.
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From our fixed income and FX strategy team

QIR suggests a less aggressive restrictive mode ahead. Banxico released its
Quarterly Inflation Report this afternoon, with a rhetoric that suggests that the
central bank is likely to be vigilant of market dynamics but will be more
resilient in terms of future rate hikes. In our view, these comments give a
significant support to the short-end, which is currently pricing in 32bps of
implied hikes by year end (i.e. market depicting a strong conviction of a 25bps
rate hike on December 15th following Fed’s decision on December 14th) and
nearly 162bps of cumulative increases by 2017-end, which could portray an
overshooting. Before Banxico’s QIR was released, the Mexican sovereign yield
curve was registering a significant 1-10bps sell-off, mainly on long-term
securities. However, post-QIR trading showed local bonds depreciating in a less
important magnitude: Mbono Dec’24 went from 7.38% (+6bps) to 7.35%
(+3bps) and Mar’26 from 7.46% (+7bps) to 7.43% (+4bps). Regarding real
rates, short-term Udibonos strengthened following the publication. In terms of
strategy, we hold a negative perspective in terms of the local yield curve,
suggesting a short bias and waiting for better market conditions for long
directional positions. Local rates have been strongly affected by a threefold
situation: (1) Higher interest rates in the U.S. depicting the concerns of higher
inflation, (2) a wider country risk premium, and (3) FX depreciation and the
expectation of tighter monetary conditions by Banxico. We expect a better
performance of the extremes of the yield curve and the market to show a better
demand for CPl-adjusted Udibonos, as a defensive strategy against higher
inflation in 2017. In the FX market, the Mexican peso is losing 0.5% on the day
and went from 20.64 before the report to 20.70 as of the writing of this
comment. In our view, the reaction was mostly due to the information contained
in Banxico’s report as opposed to the Fed minutes. In general, the outlook and
analysis shown strengthen our conviction about maintaining a cautious outlook
for MXN into year-end and 2017, reiterating our forecasts for December at
21.50 and 23.50, respectively, a weaker peso than current consensus. In our
view, the central bank is very clear in portraying the need of a real exchange
rate depreciation as the most efficient mechanism to absorb a series of external
shocks. In terms of strategy, we have recommended new USD/MXN longs since
the latest Banxico decision around 20.40, a 1.5% gain at its current level
excluding a slightly negative carry. We suggest maintaining these positions,
protecting profits in case of a return towards 20.50 and taking profit if the move
extends to 20.90, a recent consolidation zone and below the 21.00 psychological
level.

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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