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Economics Banxico Watching Market Developments

Mexico inflation well-behaved for now

With expectations for a Fed rate hike increasing, and EM currencies

increasing sensitivity to changing US yields, our focus turns back to the -6.00
potential reaction in EM currencies. Mexico's Banxico published the
policy meeting minutes from 5th May. As expected the board voted

. F5.00
unanimously to hold the reference rate steady at 3.75%. The members
clearly indicate that other risks (Brexit, US elections, China economic
recovery) have faded into the background with general market volatility b 4.00

and MXN price the dominate concern.

We suspect that the overall tone indicates the central banks will maintain
a defensive stance, especially given the threats of MXN driven upside risks
to inflation and market volatility due to Fed policy.

|
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Last week Mexico's CPI decreased 0.32% m/m in April driven by a fall in

perishable food prices and FX pass-through. Moving forward, we see a 2006‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011 ‘ 2012 ‘ 2013 ‘ 2014 ‘ 2015 ‘2016
stabilization of food prices consistent with a year-end inflation forecast of
2.8%. With inflation well mannered, the Banxico seems satisfied to wait-
and-see what develops with Fed policy path and commodity prices rather
than moving forward with further policy action. Earlier, a surprise 50bp
intra-meeting interest rate hike and heavy FX intervention provided the
effect of slowing MXN depreciation, without derailing economic activity.

0il and peso decouple
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However, should the rally in US yields continue the closer we get to June,
weakness in MXN (along with much of the EM space) might demand
greater action then just unscheduled FX intervention. Yet, the fear of FX
intervention does not seem to be worrying MXN bears. While we do not
have a level should the market converge into another “Taper Tantrum”
pattern we should see Banxico react with both barrels blazing (surprise FX
intervention and interest rate hikes). We could see a pre-emptive strike
with a 50bp rate hike and FX intervention ahead of the 30th June meeting.
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Economics

The Fed's April meeting minutes released last Wednesday have shown
that most members of the US central bank are ready to raise rates at the
next June meeting. The EUR/USD reacted sharply by declining to 1.1220
before consolidating. Surprisingly, the Fed is again taking a hawkish
stance while financial markets practically ruled out a June hike. Before the
minutes the likelihood of a raise next month was estimated at 4%, now it is
up to 32%.

On the back of this release, short-term Treasury yields have increased to a
2-month high to 0.89%. However, in contrast US stock markets ended
almost flat as fears of a possible end to the free money era have
increased. Nonetheless, we should remember that a raise will only be
possible if the economy picks up. The markets which, up to now were
firmly focused on global conditions are now thoroughly scrutinising the
true state of the domestic economy. Consumer spending, which is on the
soft side will be closely monitored in particular within the next few weeks.
We feel that markets have overestimated any June action and that the
dollar should continue to suffer in the run-up to the June FOMC meeting.

US Existing Home Sales much awaited

After the Fed's minutes that surprised financial markets, the US domestic
situation is then definitely back in the spotlight. Until now, the global
economic slowdown, in particular the oil price collapse, has been thought
to be behind the delay in a Fed rate hike, much more so than the actual
state of the US domestic economy. It is now time to decide if data is
supportive enough to trigger a further rate hike. Last Friday has seen the
release of existing home sales data for April which came in above
expectations at $5.45 million. Over the past few years, this indicator has
traded mixed but in March it rebounded sharply. The trend was anyway
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Fed Minutes Took Markets By Surprise

expected to continue as financial markets priced in a $5.40 million
release from $5.33 million a month before. In April, rate hike
expectations declined so it is reasonable to assume that sales went up as
both mortgage prices were expected to remain weak and housing prices
to strengthen.

From our vantage point, we think that the true state of the US economy
is overestimated, especially the labour market, even if the
unemployment rate is very low and NFP is still at a decent level. We
believe that new jobs creation is more about part-time jobs than full-
time jobs and that the ability to purchase a home will weaken. Downside
pressures should soon appear on the housing market. The recent March
pick up in new home sales and existing homes sales is due, in our view,
to a diversification concern from large institutions. Indeed, US housing
homeownership rate continue to decline currently at around 63.70% -
this figure was 66% in 2011.

US: 2-year yield increases but spread 10Y-2Y narrows 45000

indicating lack of confidence in the economic future
4.0000

M US Government 2-Year Yield
M US Government 10-Year Yield
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Economics

The FOMC minutes indicated that June meeting was “live”, combined
with good US data and hawkish Fed comments have increased the
probably of a rate hike next month from near zero to 35%. We are already
seeing the all too familiar symptoms of a pre-hike tantrum. Symptoms
include the preemptive sell-off in commodities, equities, steeping of the
US yield curve and safe-haven USD buying. There are a series of events
that if triggered would lead up to an event we are calling “Amexit”. The
first horseman would be growing probably of a June rate hike.

A series of events which would make us cringe

Should Fed Fund futures increase pricing from current 35% to a
meaningful above 60% probability, its likely, once again that the markets
would suffer through another “taper tantrum.” The reaction to higher US
rates can be exemplified by the rotation of capital into safe-haven assets,
the liquidation of risky global equities. A correction in equities will make
presumptive US Republican presidential candidate Donald Trump sound

WEEKLY MARKET OUTLOOK

Return Of "Amexit"

Historical evolution of Fed rate expectation
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prophetic (remember his amateurish sounding call on bubble and No good reason to buy stocks, plenty to avoid Leo t—zzoo
recession?). Then being emboldened by a Fed induced equity correction, ( 2040.04]
Donald J. Trump would likely gain significant political capital heading into I

the Republican convention in 18th-21st July and into the presidential M50 Lago0
election. Presumptive democratic candidate Hillary Clinton, with her long i
connection to Wall Street, will find it difficult to defend her positions Ly [1600
should the stock market's collapse, while it would play right into Trumps a0
bully pulpit.

y pulp k30 [
According to campaign trail promises, Trumps goal as president is to 1200
redefine nearly every social, political and economic pact America has Loo k1000
made both domestically and international. Markets will need to begin K620l
pricing in America's removal from the international stage or what we call e N H800

Amexit”. M 5&P 500 (R2)
"02"03"04"05"06"07"08"09"10"11"12"13"14"15"16
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Economics Q1 Japan GDP Is Giving Breathing Space To The BoJ

USDJPY: Medium-term bearish momentum F-124.0000
The first quarter Japan's GDP has printed in above expectation at 0.4% g/ L 135 0000
g when markets expected a slight increase at 0.1% g/q. The good figure is
providing good hopes that inflation may one day be back. The rebound in [-120.0000
private consumption to 0.5% g/q at the start of the year certainly helped. b 118.0000
Markets have barely reacted as the JPY did not strengthen on the release [ 0000

and remains below 110 yen for one dollar note. Indeed GDP deflator is its I
lowest level in two years and it reflects the increasing deflation pressures h114.0000
that the country is facing. In the same time corporate sales are at a very [

disappointing -2.7% y/y. 20000
+110.0000

Is more intervention the next step? -

For the time being, we are still thinking that the Bank of Japan may further [108.0000

ease. Fundamentals are not better as when policymakers were adding W UsDIPY +106.0000

stimulus. In our view we think that the yen will remain attractive as global Jan Feh o Apr May
uncertainties persist. One major key driver for the USD/JPY is also the
current Fed monetary policy which is very difficult to follow. Recent

declaration from Fed's Lockhart mentioned that three rate hikes will Japan: Corporate sales under pressure (YoY change) ;8.0000
happen this year when Fed members have been so reluctant to add rates 0
from a quarter point. On our side, we do not believe that raising rates are [r6-0000
still on the table this year and markets should start price in one day or H4.0000
another the monetary policy convergence between the US and Japan. L5 0000
This would necessarily trigger more intervention by the BoJ. L
This is clear for us that the yen is still largely overvalued and there are oo
growing rumours that the central bank may add further stimulus at next [ -2.0000
meeting that will be held the 15th and 16th of June. Downside pressures b _4.0000
on the Japanese currency due to its safe haven status make even more i
difficult any monetary policy to succeed. [F6-0000
--8.0000
[#Japan Corporate Sales ;710.000()

o Dec31... Jun30.. Dec31.. Jun30.. Dec31.. Jun30 .. Dec3l.. Jun30 .. Dec3l
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Virtual Reality

Is this a simple gadget, a new tech bubble or a revolution? It's hard to say
at the moment, but one has to admit that the concept is fascinating.
Virtual reality takes users to simulated worlds. It might sound like a new
generation of video game consoles at best, but we believe it's going to
be much more than that. For example, visiting a potential new home or
looking for a doctor's advice from the comfort of your home could
become a new normality. Features could go well beyond mere play or
entertainment: in fact, we believe this technology could represent the
same kind of step change as the introduction of smartphones and PCs - a Virtual Reality
whole new way to seek out information and interact. Tec P T

) Lone Mol

According to a recent survey by statista.com, the user base is also set to :
explode, rising to 171 million users from 43 million this year. Forbes is also v -0.08%
saying that revenues could reach CHF 21.2 billion in 2018, compared with '
around CHF 150 million this year. Suffice to say that potential growth may
be immense.

For this theme, we have chosen companies that are either mainly focused
on virtual reality or have adopted a strategic stance towards this new

technology. For example, AMD and NVIDIA have designed a full range of Saceincpion ¥ 1. 04% L S
graphics cards ready for virtual reality, while Qualcomm is developing ' *
virtual reality applications. The selected companies are also investing SRR o "
significant amounts, demonstrating that things are moving apace.
Facebook bought Oculus for $2 million in 2014, while Qualcomm and P 00L% -
AMD invested $30 million in Matterport for virtual reality real estate tours. R
There will not be any half-and-half results: either the market will explode et duidend yeld 000% .
or it won't!
Inception date 01011s ki
2%
Jalh 15 2 fbl5 2 1 M U B A B 152 Ny 02
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DISCLAIMER

While every effort has been made to ensure that the data quoted and used for the research behind
this document is reliable, there is no guarantee that it is correct, and Swissquote Bank and its
subsidiaries can accept no liability whatsoever in respect of any errors or omissions, or regarding the
accuracy, completeness or reliability of the information contained herein. This document does not
constitute a recommendation to sell and/or buy any financial products and is not to be considered as a
solicitation and/or an offer to enter into any transaction. This document is a piece of economic
research and is not intended to constitute investment advice, nor to solicit dealing in securities or in
any other kind of investments.

Although every investment involves some degree of risk, the risk of loss trading off-exchange forex
contracts can be substantial. Therefore if you are considering trading in this market, you should be
aware of the risks associated with this product so you can make an informed decision prior to
investing. The material presented here is not to be construed as trading advice or strategy. Swissquote
Bank makes a strong effort to use reliable, expansive information, but we make no representation that
it is accurate or complete. In addition, we have no obligation to notify you when opinions or data in
this material change. Any prices stated in this report are for information purposes only and do not
represent valuations for individual securities or other instruments.
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This report is for distribution only under such circumstances as may be permitted by applicable law.
Nothing in this report constitutes a representation that any investment strategy or recommendation
contained herein is suitable or appropriate to a recipient’s individual circumstances or otherwise
constitutes a personal recommendation. It is published solely for information purposes, it does not
constitute an advertisement and is not to be construed as a solicitation or an offer to buy or sell any
securities or related financial instruments in any jurisdiction. No representation or warranty, either
express or implied, is provided in relation to the accuracy, completeness or reliability of the
information contained herein, except with respect to information concerning Swissquote Bank, its
subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities,
markets or developments referred to in the report. Swissquote Bank does not undertake that investors
will obtain profits, nor will it share with investors any investment profits nor accept any liability for any
investment losses. Investments involve risks and investors should exercise prudence in making their
investment decisions. The report should not be regarded by recipients as a substitute for the exercise
of their own judgment. Any opinions expressed in this report are for information purpose only and are
subject to change without notice and may differ or be contrary to opinions expressed by other
business areas or groups of Swissquote Bank as a result of using different assumptions and criteria.
Swissquote Bank shall not be bound or liable for any transaction, result, gain or loss, based on this
report, in whole or in part.

Research will initiate, update and cease coverage solely at the discretion of Swissquote Bank Strategy
Desk. The analysis contained herein is based on numerous assumptions. Different assumptions could
result in materially different results. The analyst(s) responsible for the preparation of this report may
interact with trading desk personnel, sales personnel and other constituencies for the purpose of
gathering, synthesizing and interpreting market information. Swissquote Bank is under no obligation to
update or keep current the information contained herein and not liable for any result, gain or loss,
based on this information, in whole or in part.

Swissquote Bank specifically prohibits the redistribution of this material in whole or in part without the
written permission of Swissquote Bank and Swissquote Bank accepts no liability whatsoever for the
actions of third parties in this respect. © Swissquote Bank 2014. All rights reserved.
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