Banxico - Unchanged balance of risks
and still tied to the U.S. 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, the tone of the statement was very similar to the
previous one as the board considered that the balance of risks for both
growth and inflation has remained virtually unchanged

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

= Nonetheless, board members warned that: «...any actions from the U.S.
Fed could have repercussions on the Mexican exchange rate and
inflation expectations...”

= In this context, we believe that Banxico remains "tied" to monetary
policy decisions in the U.S.

* Today’s meeting minutes will be released on June 18, and next
monetary policy announcement will take place on June 23

* Banxico’s communiqué brought no surprises for markets —a true
nonevent- this Thursday

Monetary policy decision - Rate and tone unchanged. 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, the tone of the
statement was very similar to the previous one as Banxico’s board considered
that the balance of risks for both growth and inflation have remained virtually
unchanged. In this context, the central bank acknowledged that the cyclical
conditions of the Mexican economy show weakness while inflation will remain
below the target in 2015. However, board members warned that: “...the Fed's
actions could have repercussions on the exchange rate and inflation
expectations...”, which lead us to believe that Banxico remains "tied" to the
actions of the monetary authority in the United States.

Potential delay in the Fed’s normalization process. While Banxico monetary
policy board believes that market participants expect a more restrictive
monetary stance from the U.S. Fed, they stressed that "... In response to
weakness in economic activity [in the US] in the first quarter and to the
revisions in growth expectations for this year, consensus agrees that the date of
the first increase in the reference rate will be delayed and that the pace of

subsequent increases will be gradual....".

JFBANORTE

June 4, 2015

www.banorte.com
WWW.ixe.com.mx
@analisis_fundam

Gabriel Casillas
Chief Economist and Head of Research
gabriel.casillas@banorte.com

Delia Paredes
Executive Director of Economic Analysis
delia.paredes@banorte.com

Alejandro Cervantes
Senior Economist, Mexico
alejandro.cervantes@banorte.com

Fixed income and FX Strategy

Alejandro Padilla
Head Strategist - Fixed-Income and FX
alejandro.padilla@banorte.com

Juan Carlos Alderete, CFA
FX Strategist
juan.alderete.macal@banorte.com

Document for distribution among
public



JTBANORTE [(®ixe]

The slow recovery of the Mexican economy continues. In our opinion, the
tone of the statement regarding the growth is marginally more positive than in
the statement of April 30™. While the central bank considers that the balance of
risks for both, global and the Mexican economy has not changed since the last
meeting, Banxico highlights the improvement in non-oil exports and the fact
that some indicators of consumption seem to be recovering. However, it notes
that the recovery of investment levels have lost vigor while industrial output
remain subdued as a result of lower levels of oil output.

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 show weakness
while inflation will remain below the target in 2015. However, as it was
abovementioned, board members warned that: “...the Fed's actions could have
repercussions on the exchange rate and inflation expectations...”. In this
context, Banxico’s board of governors will pay particular attention to "... the
relative monetary conditions between Mexico and the United States, the
exchange rate 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 September 16-17. This implies that the central bank could be
raising rates at its next regular meeting on October 15", four weeks after we
expect the first hike from the U.S. Fed. Nevertheless, we cannot rule out that,
since this four-week period could create a scenario of high volatility in domestic
financial markets, there is the possibility that Banxico could act preemptively, if
and only if, risks to inflation and/or perceived financial stability increase
substantially.
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From our fixed income and FX strategy team

Banxico’s communiqué with no surprises for markets —nonevent— this
Thursday. No market reaction following today’s policy decision from Banxico,
as the central authority reiterated their strategy of moving in tandem with the
Federal Reserve in an environment of modest growth, no inflationary pressures
and FX depreciation with no evidence of pass-through. Financial assets already
priced in the beginning of the liftoff from both central banks by year-end: 22pb
of implied cumulative hikes in December 2015 embedded in Fed funds futures
and 55bps for Mexican 28-day TIIE futures. Banxico reemphasized today that it
will be strongly vigilant on FX dynamics on the back of important global risk
factors that could increase risk premia in EM currencies ahead. Investors
continue acknowledging several global risks that could undermine the
performance of sovereign bonds worldwide (European bonds adjustments,
uncertainty about Fed and Greek’s credit impasse). In our view, valuation of the
Mexican yield curve is attractive. However, we acquiesce in the strong
likelihood that the current sell-off could extend as the uncertainty surrounding
Fed future actions and important economic data tomorrow that could result in
higher risk premia globally. We consider appropriate to wait for better entry
levels in coming days for long directional strategies. Losses could prevail
despite an attractive valuation in terms of the shape of the Mbonos curve in
addition to spreads to U.S. Treasuries that are not reflecting Mexico’s
fundamentals.

In the FX market and as expected, there was no immediate reaction to Banxico’s
communiqué, with the peso trading 0.1% weaker on the day at 15.54 per dollar.
With few changes in the outlook, we reiterate our views regarding the effects of
relative monetary conditions for the currency. We do not expect greater support
from higher short-term interest rate differentials in coming months. With global
issues unresolved (with investor looking for a more definite trend in US data
and tomorrow’s labor report to gauge Fed expectations; Greek impasse with
creditors), higher sensitivity to interest rates, and few local catalysts, we
maintain a defensive stance on the peso despite a more attractive valuation after
losses in the past three weeks (from 15.00 per dollar). We suggest avoiding
strong directional positions, maintaining strong vigilance of global market
dynamics to assess the attractiveness of a new directional trade recommendation
at better entry levels.

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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