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Formal employment and credit growth
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As it is shown in the chart below, during the worst episode of the economic contraction investment and
consumption collapsed, while net exports contributed to positive growth. After the manufacturing boom,
the recovery observed in employment supported higher levels of consumption, while the comeback of
investment has been relatively gradual. In this context, growth is now supported by healthy consumption

and relatively stable investment (chart below).
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In sum, Mexico has managed to pull a bright recovery story after the sharp recession experienced back in
2008-09. In fact, given the sluggish economic recovery observed among developed economies, Mexico’s

current growth pace outstands in a global context (chart below).
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Fundamental Model (pre-crisis)

Dependent Variable: MXN_MM

Method: Least Squares

Date: 04/01/13 Time: 16:56

Sample (adjusted): 2001M11 2008M09
Included observations: 83 after adjustments

Variable Coefficient Std. Error t-Statistic Prob.

IGAE_MM -0.574799 0.317355 -1.811218 0.0739

CPI_MM 0.811111 0.413035 1.963785 0.0530

CDS_MM 0.301041 0.073973 4.069621 0.0001
R-squared 0.211868 Mean dependent var 0.219050
Adjusted R-squared 0.192164 S.D. dependent var 1.921438
S.E. of regression 1.726982 Akaike info criterion 3.966103
Sum squared resid 238.5974 Schwarz criterion 4.053531
Log likelihood -161.5933 Hannan-Quinn criter. 4.001227
Durbin-Watson stat 1.416066

On the other hand, the beta for Mexico’s sovereign risk shows a 30% correlation with the currency, while
it is the most statistically significant variable of the model. Such robust results validate economic theory
in which higher country risk reflects is associated with depreciation of the currency, and vice versa.
Overall, the fitted model looks statistically robust, while residuals remain well distributed with in a range

around +/- 1 standard error (chart below).
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Fundamental Model (post-crisis)

Dependent Variable: MXN_MM

Method: Least Squares

Date: 04/01/13 Time: 17:11

Sample (adjusted): 2008M09 2012M12
Included observations: 52 after adjustments

Variable Coefficient Std. Error t-Statistic Prob.

IGAE_MM -0.089084 0.386089 -0.230733 0.8185

CPI_MM 0.358307 0.737189 0.486046 0.6291

CDS_MM 0.890432 0.096580 9.219621 0.0000
R-squared 0.633011 Mean dependent var 0.526819
Adjusted R-squared 0.618032 S.D. dependent var 4.541181
S.E. of regression 2.806611 Akaike info criterion 4.957794
Sum squared resid 385.9761 Schwarz criterion 5.070365
Log likelihood -125.9026 Hannan-Quinn criter. 5.000951
Durbin-Watson stat 1.898510
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THE MARKET MODEL

The proposed OLS model under a financial market approach incorporates the VIX (volatility index on the
S&P 500) as a proxy for global risk aversion sentiment given that relatively high global risk aversion is
typically associated with higher volatility and vice versa. Secondly, the 10-year interest rate differential
between Mexican interest rate swaps (IRS) and US swaps is introduce as a proxy to reflect capital flows.
Note that a wider spread between Mexican rates and US rates should be associated with stronger capital
inflows in the Mexican economy as yield differential make Mexican rates look relatively more a attractive
at the margin, and vice versa. Lastly, an Asian currencies index (ADXY") is introduce in order to capture
global financial conditions in the foreign exchange market among other comparable emerging markets. It
is worth highlighting that many of these Asian emerging markets are also manufacturing-driven
economies, and hence relatively comparable with the Mexican economy. It is worth highlighting that, in
order to avoid any stationary issues with the financial time series, the model is run using monthly changes

on the financial assets.

As it is shown in the OLS estimated model (table below), the explicative power (R-squared) for the pre-
crisis period stands close to 33%, while all independent variables hold a significance level above 95%.
Moreover, beta estimators are consistent with economic theory as the S&P 500 volatility index (VIX)
shows a positive correlation with the peso (MXN), meaning the peso tends to depreciate (increase) when
volatility spikes, consistent with global higher risk aversion scenarios. Likewise, the positive correlation
between US and Mexican 10-year interest rate spread (USMX10Y) and the peso is also consistent, as a
wider interest rate spread reflects capital outflows, which in turn translate into a weaker currency. Lastly,
the negative correlation between the peso and the Asian currency index (ADXY) is due to the fact that the
index is a composite basket where drops in the level actually represent depreciation and vice versa, hence
we can infer that the correlation is actually positive and consistent with global market dynamics. Overall,
the fitted model looks statistically robust, while residuals remain well distributed with in a range around

+/- 1 standard error (chart below).

* The ADXY creates a benchmark for monitoring Asia's currency markets on an aggregate basis. The ADXY is a spot index of emerging Asia's most actively traded
currency pairs valued against the U.S. dollar. The index's composition is based primarily on trade weights. with an added filter for liquidity that keeps the index
updated with macro and market trends. The countries included are: China, Hong Kong, India. Indonesia, South Korea. Malaysia. Philippines, Singapore, Taiwan and
Thailand.
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Market Model (pre-crisis)

Dependent Variable: MXN_MM

Method: Least Squares

Date: 02/21/13 Time: 08:49

Sample (adjusted): 2002M07 2008M09
Included observations: 75 after adjustments

Variable Coefficient Std. Error t-Statistic Prob.
VIX_MM 0.030961 0.010534 2.939070 0.0044
USMX10Y_MM 0.051197 0.022666 2.258747 0.0269
ADXY_MM -0.627130 0.229023 -2.738285 0.0078
R-squared 0.328088 Mean dependent var 0.144674
Adjusted R-squared 0.309423 S.D. dependent var 1.912977
S.E. of regression 1.589702 Akaike info criterion 3.804148
Sum squared resid 181.9549 Schwarz criterion 3.896847
Log likelihood -139.6555 Hannan-Quinn criter. 3.841162
Durbin-Watson stat 1.406602
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Similar to what we observed in the ‘Fundamental Model’, post-crisis regression confirms consistency in
the beta estimators as they all maintain the same correlation (in terms of direction), but in this case they
all remain statistically robust (table below). Consequently, this time the explicative power (R-squared) of
the post-crisis model is considerably higher than in pre-crisis period (68% vs. 33%), while both are
statistically robust. Hence, we can say that financial indicators can explain better the peso performance

after the financial crisis, than before.
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Market Model (post-crisis)

Dependent Variable: MXN_MM
Method: Least Squares

Date: 02/21/13 Time: 08:52
Sample: 2008M09 2013M01
Included observations: 53

Variable Coefficient Std. Error t-Statistic Prob.
VIX_MM 0.055430 0.018323 3.025242 0.0039
USMX10Y_MM 0.141253 0.061736 2.288018 0.0264
ADXY_MM -1.263396 0.326762 -3.866406 0.0003
R-squared 0.683790 Mean dependent var 0.495463
Adjusted R-squared 0.671142 S.D. dependent var 4.503094
S.E. of regression 2.582351 Akaike info criterion 4.790216
Sum squared resid 333.4268 Schwarz criterion 4901742
Log likelihood -123.9407 Hannan-Quinn criter. 4.833103

Durbin-Watson stat 2.292489
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Furthermore, both the ‘Fundamental’ and ‘Market’ model independently suggest a structural change in
the peso performance took place during the 2008-09 financial crisis, and both independently confirmed
the sustain thesis that fundamentals where considerably more relevant prior to the crisis, while technicals

gain explicative power in the post-crisis period. Lastly, in order to formally prove a structural change took
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While all variables appear to be significant, in terms of p-values, the betas for the VIX and the interest
rate differential might look relatively low. In this context, the same model was run with the exclusion of

both independent variables, showing the following results:

Dependent Variable: MXN_MM
Method: Least Squares

Date: 04/11/13 Time: 12:31
Sample: 2002M02 2013M01
Included observations: 132

Variable Coefficient Std. Error t-Statistic Prob.
CPI_MM 0.864638 0.379913 2.275884 0.0245
CDS_MM 0.473229 0.067773 6.982567 0.0000
ADXY_MM -1.061140 0.187583 -5.656897 0.0000
R-squared 0.565836 Mean dependent var 0.297710
Adjusted R-squared 0.559104 S.D. dependent var 3.176090
S.E. of regression 2.108923 Akaike info criterion 4.352697
Sum squared resid 573.7347 Schwarz criterion 4.418215
Log likelihood -284.2780 Hannan-Quinn criter. 4.379320
Durbin-Watson stat 1.758797
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