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Reassessing the Weakness in MXN and Banxico's
Reaction Function

The peso continues to trade poorly

Despite the Central Bank's surprise 50bp hike in February, the peso remains the worst
performing currency across EM this year. We think deteriorating external sector
fundamentals are largely to blame. While the external deficits may not appear large,
particularly in an environment of low oil prices, the slide in the deficit is also driven by a
fall in manufacturing exports that have failed to get much traction from the weak
exchange rate. Moreover, if we add Mexico's large and persistent unexplained outflows
captured in the errors and omissions term of the balance of payments, the current
account deficit grows close to 5% of GDP. Other EMs with similar deficits offer
considerably higher carry compensation than the MXN does today.

Ongoing dependence on portfolio flows

Mexico's external vulnerability is exacerbated by the continued reliance on portfolio
inflows for its external financing. With FDI increasing only gradually, a reduction in
portfolio inflows - rather than outright outflows - may suffice to pressure the MXN. The
dominance of debt over equity flows also implies that the MXN may not be an effective
pro-cyclical play on the US economy, a worry given the low level of US real rates today.

Lingering fiscal concerns, especially vis a vis Pemex

Beyond the deterioration in the external accounts, lower oil prices have also put
pressure on the government's fiscal accounts and the public debt level. While the
authorities have pro-actively announced adequate spending cuts, doubts remain as to
whether Pemex will be able to implement its restructuring plan in an orderly and timely
fashion.

Should the Central Bank hike interest rates?

Given the limited success the surprise 50bp February hike had on the MXN, we think
the monetary authorities will interpret peso weakness as more fundamental than
speculative in nature, and try to steer monetary policy expectations to a more
predictable policy stance, motivated by inflation, the output gap, and US-Mexico policy
rate differentials, more so than the level and volatility of the MXN. Aggressive rate
increases may have unintended consequences of unsettling the bond market if they
raise FX hedging costs too far. The threshold at which a weaker MXN forces rate hikes
is likely now higher than it was in February.

Less may indeed be more

In this vein, and despite the recent move in the peso, we think Banxico will likely stay
on hold for longer, moving more in line with Fed unless a bond market disruption or
increased FX pass-through push it into action. We see the CB delivering two 25bp hikes
this year, one in Sep and one in Dec, in line with our FOMC view. We see further peso
weakness over the coming 1-3 months, and recommend staying long USD/MXN against
receiving 1y 1y swaps
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The MXN has been the biggest underperformer in EM FX this year. Given the
rather benign global context - recovering oil prices, stronger global equity markets,
and improving US financial conditions - coupled with Banxico's 50bp surprise rate
hike in February, many would find this price action unsettling. What ails the peso

and what, if anything, can Banxico do about it?

Figure 1: Total returns YTD in EM FX, %
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We believe four factors in particular have weighed on the MXN.

1. The sticky current account deficit

MXN

Figure 2: Total returns in EM FX since Banxico Feb 17 hike,
%
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Running at -2.7% of GDP, saar as of Q1-16 (or -2.8% of GDP, 12m rolling),
Mexico's current account deficit has shown limited signs of compression despite
the weaker peso. In particular, the goods trade deficit remains under pressure,
doubling to -2% of GDP (saar) in Q1 from a year earlier. Clearly, lower oil prices
have been a big part of this trade deterioration, especially in the context of
Mexico's declining oil production. But oil isn't the full story: Mexico's ex-petroleum
trade balance has also deteriorated over the past 18 months, driven by a "two-

speed" economy - stable,

manufacturing exports.

consumption-fuelled

imports

Figure 3: Mexico's trade balance remains under sequential
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Figure 4: Manufacturing exports have decelerated
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The weakness in Mexican manufacturing exports is important. While oil today
represents just 5% of Mexican exports (from over 15% in 2012), manufacturing
accounts for a record 90%. In particular, post-crisis Mexico has benefited from
rising export penetration into the US automotive sector — cars, trucks and vehicle
parts now account for 36% of Mexican exports to the US, up from 25% in 2010.
However, recently the trends of Mexico's increasing market share in this sector,
and absolute growth momentum in US vehicle sales, have both lost momentum
(Figure 5 and Figure 6). UBS' auto sector analysts are forecasting flat US vehicle
sales into 2017, implying that this drag can persist for some time, limiting the
responsiveness of Mexican exports to the weak peso and keeping the threat of a
sticky current account persisting, despite higher oil prices.

Figure 5: Post-crisis, Mexican exports have gained share in  Figure 6: Momentum in US auto sales has decelerated,

the US. The auto sector has been central to this weighing on Mexican exports
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But to us, more troubling than the magnitude of Mexico's current account deficit
per se is a) its financing structure and b) the persistence of large unexplained
capital outflows, that go over and above the current account deficit. We turn to
these factors next.

2. Over-dependence on portfolio (debt) financing

While FDI is an important source of Mexico's external financing, portfolio flows
have consistently played the dominant role post crisis (Figure 7).

Figure 7: Portfolio flows continue to dominate current account financing
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These portfolio inflows have been notable for two reasons.

First, the size of these inflows into Mexico has been stellar — almost twice that of
Brazil and China (Figure 8), the next highest portfolio flow recipients in EM over
this period. This likely speaks to the high weight that Mexico continues to
command in EM portfolios (especially debt portfolios). Foreign investors still own
close to 60% of the MBONO market, a ratio close to record highs (Figure 9).

Second, as these flows have overwhelmingly favoured debt over equity, likely
motivated by declining US real rates over this period and the inclusion of Mexican
debt in the World Government Bond (WGBI) index in 2010, they will likely make
the MXN less pro-cyclical with respect to US growth and more sensitive to broader
EM fixed income flow dynamics. With US 10y real rates only a shade above zero, a
stronger US recovery may thus not be an unmitigated positive for the MXN.

As such, while our local rates scorecard identifies the MBONO market as relatively
attractive by EM standards, the texture of Mexico's current account financing
continues to leave the peso vulnerable. Absent a commensurate lift in net FDI
(which is likely to happen only slowly, particularly in a still-low oil price
environment and with the 2018 elections looming) or in other investment flows
(which have traditionally never been a source of sustainable inflows for Mexico),
the peso would weaken even if portfolio inflows merely moderated.

Figure 8: Equity & debt inflows into EM since 2010 Figure 9: Foreign positioning in Mexican local govt. bonds
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3. The persistence of abnormally large unidentified outflows

Any discussion of Mexico's balance of payments would be incomplete without
reminding readers that Mexico records the highest share of "unidentified" capital
outflows in EM, at -2% of GDP (12m rolling, Q1-16). While the origins of such
outflows are, by definition, uncertain, many would thus fear that Mexico's true
current account shortfall is thus close to 5% of GDP, rather than the officially
reported 2.7% of GDP. Other emerging markets with similar external deficits offer
significantly higher yields than the 3.5% annual carry that MXN provides against
the USD today (Figure 10).

Indeed, despite Banxico's 50bp hike in February, MXN carry relative to implied
volatility remains distinctly average by EM standards, especially when one takes its
low savings rate into account (Figure 11).
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Figure 10: MXN carry not high relative to the current Figure 11: Relative to other low savings economies, MXN
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4. Pemex as a contingent liability
In the face of lower oil prices, the Mexican authorities have pro-actively announced
spending cuts to ensure that the consolidated fiscal deficit converges to lower
levels in a bid to stabilise the public debt-to-GDP ratio, which has risen from 28%
of GDP in 2008 to close to 48% of GDP (Figure 12). However, the bulk of the
0.7% of GDP cut in spending announced in February needs to come from Pemex,
and more specifically, from the company's ability to reduce costs through its
association with private firms or through outright asset sales. While such savings
would be a step in the right direction towards restructuring Pemex' operations, it
remains to be seen whether these farm-outs and sales can be done sufficiently
quickly. True, the large transfer of CB profits to the Treasury earlier this year (1.2%
of GDP) suggests that the fiscal accounts will not be at risk this year, but given the
one-off nature of these unrealised FX gains, questions remain surrounding the
stability of the public debt going forward. With both Pemex and the sovereign
now subject to increased scrutiny by the rating agencies and the market, further
fiscal transparency would be desirable, including the release of revised PSBR
targets in light of the CB transfer and the recent recapitalization of Pemex.
Figure 12: Public debt dynamics and the budget deficit
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What is the correct policy response from Banxico?

Given the ongoing weakness in the peso and Banxico's inability to change its
direction (despite its change in FX intervention policies and the emergency intra-
meeting hike in February), what might the appropriate policy response from the
Central Bank be at this stage?

In recent weeks, we perceive that Banxico has tried to shift market expectations as
to how it will react going forward back to a more predictable path, one driven by
interest rate differentials with the US, by the effects of FX weakness on actual
inflation, and by the size of the output gap. Judging by recent market pricing -
which until the latest more dovish bend from the Fed included 50 bps of hikes in 3
months and over 100 bps within a year, the most aggressively hawkish profile in
EM - these efforts do not appear to have been fully successful. The surprise 50bp
hike in February still drives the market's expectation that Banxico fundamentally
worries about USD/MXN trading at current or higher levels.

Figure 13: Headline CPI vs core CPI, biweekly y-o-y Figure 14: Core inflation and its components, 12m
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Banxico appears caught between a rock and a hard place. Fundamentally, the state
of the domestic economy does not warrant additional tightening at this stage, in
our view. Inflation remains well-controlled, with both headline and core measures
trading below the CB's 3% target (Figure 13). While some pressure on tradable
goods prices from the weaker exchange rate is visible (particularly on durables), on
the whole the FX pass-through to inflation remains low, with no signs of spillover
to non-tradables (read services) at this stage (Figure 14).

Meanwhile, the economy continues to operate with a negative output gap which
the Central Bank does not see closing until late this year. True, we witnessed some
acceleration in economic activity in Q1'16 with GDP expanding by 0.8% g-o-q on
the back of stronger domestic consumption. And equally true, this very strength in
consumption may test the Central Bank's conviction that the labor market
continues to exhibit slack. Still, we think the fortunes of consumption cannot be
divorced from the current weakness we are seeing in the manufacturing export
sector, on account of this sector's important role in employment generation.
Indeed, our different estimates of the wage mass appear to have peaked, pointing
to slower consumption growth ahead.
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Figure 15: Contribution to household purchasing power growth
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When in doubt, less may be more

The Central Bank may need to weigh its mandate of keeping inflation in check
against that of safeguarding financial stability. The authorities' single biggest
concern on the latter front is that the large foreign positioning in the local market
we mentioned above could ultimately lead to a disruptive exit by foreigners,
exacerbating the weakness in the currency and dislocating the local bond market
in the process. The weaker and more volatile MXN becomes, the greater the risk of
this sell-off, or so the thinking goes. To make matters worse, the short term risks
for MXN would appear to be skewed to further weakness on account of: i)
ongoing softness in Mexico's manufacturing exports; ii) increased risk of
protectionism on the part of the US after the Nov presidential election; and iii) the
risk that Pemex fails to deliver on its restructuring plan.

However, it is unclear that pre-emptive rate hikes would do much to stabilise the
currency. For one thing, foreign ownership of bonds has remained relatively steady
even in times of pronounced MXN weakness. Moreover, larger than anticipated
rate hikes may actually spark the very sell-off in fixed incomes securities that the
authorities are trying to avoid. One of the main allures of the Mexican local bond
market to investors is the steep curve which allows investors to hedge currency
risks away while still earning a coupon superior to US Treasuries. But if FX implied
yields were to rise by a further 80bps, this would no longer hold true. It is thus not
obvious that Banxico tightening at this juncture would have the intended
consequences.

Banxico was fortunate for a while that its February rate hike coincided with a
broader recovery in market sentiment - oil prices and US stock markets rose and
the USD weakened, helping to lift the peso: the months ahead do not promise to
be as kind.

In this regard, we are of the view that in the face of continued FX weakness,
specifically one that does not feed through to prices or lead to major bond market
dislocation, Banxico should take more of a wait-and-see attitude to raising interest
rates. Following a more dovish tone from Janet Yellen in the wake of the weak
May payroll number in the US, and despite Banxico's reminders that it could move
independently of the Fed, we stick to our long held base case that Banxico will
raise rates only in line with the Fed. Given the expectations of our US economists,
we see Banxico delivering two 25bp hikes in the remainder of the year,
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one in September and another in December. We will be watching long-dated
bond yields, breakeven inflation and MXN implied volatility near term as signposts
for when the Central Bank may choose to come in more forcefully. If concerns are
centred exclusively on increased FX volatility, we would expect the CB to favour
one-off FX intervention in size to interest rate hikes. The recent decision to renew
the Flexible Credit Line with the IMF six months early and to increase its size from
USD67bn to USD88bn suggests that Banxico may be stocking up on ammunition
for precisely this purpose.

In terms of trade recommendations, we remain long USD/MXN as one of
our top trades for 2016 against receiving 1y1ly swaps. With c.87bps of
Banxico tightening priced over the coming 12 months vs. just 27bps for the Fed,
we think that receiving 1yly rates offers a useful hedge against an extended
period of consolidation in the USD, which could lead to a downward revision of
Banxico tightening expectations. Our stronger view, though, is for a higher
USD/MXN over the next 1-3 months as fundamental pressures re-emerge. We
expect the currency to trade through our long-held 18.75YE 2016 target in this
period.

What could turn the peso around?

Looking forward, what could ultimately drive the peso to appreciate?
Fundamentally, we look for the following factors to stabilise the peso more
structurally:

e A recovery in US capex and manufacturing (specifically vehicle) sector
growth momentum, helping to turn around the widening goods trade
deficit.

e FDI will need to structurally increase, and punch above the weight of
portfolio investment in funding the current account deficit.

e A more ambitious pace of structural fiscal consolidation to anchor
confidence in the bond market

e A moderation of Mexico's unidentified capital outflows could also ease
investor concerns about the true current account trajectory.

Manik Narain

Rafael de la Fuente
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Valuation Method and Risk Statement

Risks include macroeconomic variables (such as GDP growth rates and inflation),
economic slowdown, a weakening currency, global economic events, and
government policy changes.
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without the prior approval of the Capital Market Board. However, according to article 15 (d) (i) of the Decree No. 32, there is no restriction on the purchase or sale of
the securities abroad by residents of the Republic of Turkey. Poland: Distributed by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce regulated
by the Polish Financial Supervision Authority. Where an analyst of UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce has contributed to this
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document, the document is also deemed to have been prepared by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce. Russia: Prepared and
distributed by UBS Bank (O00). Switzerland: Distributed by UBS AG to persons who are institutional investors only. UBS AG is regulated by the Swiss Financial
Market Supervisory Authority (FINMA). Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS Limited, Italy Branch. Where an analyst of UBS Limited,
Italy Branch has contributed to this document, the document is also deemed to have been prepared by UBS Limited, Italy Branch. South Africa: Distributed by UBS
South Africa (Pty) Limited (Registration No. 1995/011140/07), an authorised user of the JSE and an authorised Financial Services Provider (FSP 7328). Israel: This
material is distributed by UBS Limited. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the
Prudential Regulation Authority. UBS Securities Israel Ltd is a licensed Investment Marketer that is supervised by the Israel Securities Authority (ISA). UBS Limited and its
affiliates incorporated outside Israel are not licensed under the Israeli Advisory Law. UBS Limited is not covered by insurance as required from a licensee under the Israeli
Advisory Law. UBS may engage among others in issuance of Financial Assets or in distribution of Financial Assets of other issuers for fees or other benefits. UBS Limited
and its affiliates may prefer various Financial Assets to which they have or may have Affiliation (as such term is defined under the Israeli Advisory Law). Nothing in this
Material should be considered as investment advice under the Israeli Advisory Law. This Material is being issued only to and/or is directed only at persons who are Eligible
Clients within the meaning of the Israeli Advisory Law, and this material must not be relied on or acted upon by any other persons. Saudi Arabia: This document has
been issued by UBS AG (and/or any of its subsidiaries, branches or affiliates), a public company limited by shares, incorporated in Switzerland with its registered offices at
Aeschenvorstadt 1, CH-4051 Basel and Bahnhofstrasse 45, CH-8001 Zurich. This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi
closed joint stock company incorporated in the Kingdom of Saudi Arabia under commercial register number 1010257812 having its registered office at Tatweer Towers,
P.O. Box 75724, Riyadh 11588, Kingdom of Saudi Arabia. UBS Saudi Arabia is authorized and regulated by the Capital Market Authority to conduct securities business
under license number 08113-37.  Dubai: The information distributed by UBS AG Dubai Branch is intended for Professional Clients only and is not for further
distribution within the United Arab Emirates. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of
UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’ ) to major US institutional investors only. UBS
Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a document prepared by another non-US affiliate when distributed to US persons by
UBS Securities LLC or UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be effected through UBS Securities
LLC or UBS Financial Services Inc., and not through a non-US affiliate. UBS Securities LLC is not acting as a municipal advisor to any municipal entity or obligated person
within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule"), and the opinions or views contained herein are not intended to be,
and do not constitute, advice within the meaning of the Municipal Advisor Rule. Canada: Distributed by UBS Securities Canada Inc., a registered investment dealer in
Canada and a Member-Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business in Canada or is otherwise exempt
from registration.  Brazil: Except as otherwise specified herein, this material is prepared by UBS Brasil CCTVM S.A. to persons who are eligible investors residing in
Brazil, which are considered to be: (i) financial institutions, (ii) insurance firms and investment capital companies, (iii) supplementary pension entities, (iv) entities that hold
financial investments higher than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi) securities portfolio managers and
securities consultants duly authorized by Comissao de Valores Mobiliarios (CVM), regarding their own investments, and (vii) social security systems created by the Federal
Government, States, and Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch. Singapore: Distributed by UBS
Securities Pte. Ltd. [MCI (P) 018/09/2015 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial
adviser under the Singapore Financial Advisers Act (Cap. 110); or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act
(Cap. 110) and a wholesale bank licensed under the Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters
arising from, or in connection with, the analysis or document. The recipients of this document represent and warrant that they are accredited and institutional investors
as defined in the Securities and Futures Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted).
Where this document has been prepared by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document.
Distributed by UBS AG, Tokyo Branch to Professional Investors (except as otherwise permitted) in relation to foreign exchange and other banking businesses when
relevant. Australia: Clients of UBS AG: Distributed by UBS AG (Holder of Australian Financial Services License No. 231087). Clients of UBS Securities Australia Ltd:
Distributed by UBS Securities Australia Ltd (Holder of Australian Financial Services License No. 231098). Clients of UBS Wealth Management Australia Ltd: Distributed by
UBS Wealth Management Australia Ltd (Holder of Australian Financial Services Licence No. 231127). This Document contains general information and/or general advice
only and does not constitute personal financial product advice. As such, the Information in this document has been prepared without taking into account any investor’s
objectives, financial situation or needs, and investors should, before acting on the Information, consider the appropriateness of the Information, having regard to their
objectives, financial situation and needs. If the Information contained in this document relates to the acquisition, or potential acquisition of a particular financial product
by a ‘Retail’ client as defined by section 761G of the Corporations Act 2001 where a Product Disclosure Statement would be required, the retail client should obtain and
consider the Product Disclosure Statement relating to the product before making any decision about whether to acquire the product. The UBS Securities Australia
Limited Financial Services Guide is available at: www.ubs.com/ecs-research-fsg.  New Zealand: Distributed by UBS New Zealand Ltd. The information and
recommendations in this publication are provided for general information purposes only. To the extent that any such information or recommendations constitute
financial advice, they do not take into account any person’s particular financial situation or goals. We recommend that recipients seek advice specific to their
circumstances from their financial advisor. Korea: Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been edited or contributed
to from time to time by affiliates of UBS Securities Pte. Ltd., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by UBS Securities
Malaysia Sdn. Bhd (Capital Markets Services License No.: CMSL/A0063/2007). This material is intended for professional/institutional clients only and not for distribution
to any retail clients. India: Prepared by UBS Securities India Private Ltd. (Corporate Identity Number U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity,
Bandra Kurla Complex, Bandra (East), Mumbai (India) 400051. Phone: +912261556000. It provides brokerage services bearing SEBI Registration Numbers: NSE (Capital
Market Segment): INB230951431, NSE (F&O Segment) INF230951431, NSE (Currency Derivatives Segment) INE230951431, BSE (Capital Market Segment)
INBO10951437; merchant banking services bearing SEBI Registration Number: INMO00010809 and Research Analyst services bearing SEBI Registration Number:
INHO00001204. UBS AG, its affiliates or subsidiaries may have debt holdings or positions in the subject Indian company/companies. Within the past 12 months, UBS AG,
its affiliates or subsidiaries may have received compensation for non-investment banking securities-related services and/or non-securities services from the subject Indian
company/companies. The subject company/companies may have been a client/clients of UBS AG, its affiliates or subsidiaries during the 12 months preceding the date of
distribution of the research report with respect to investment banking and/or non-investment banking securities-related services and/or non-securities services. With
regard to information on associates, please refer to the Annual Report at: http:/www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2016. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.

3 UBS

Macro Keys 9 June 2016 S UBS 12



