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Market focus this week will be on Banxico’s minutes and 4Q17’s GDP @analisis_fundam

= Banxico’s Minutes (February). Next Thursday at 10:00am (ET), Banco de Alejandro Cervantes
Mexico will publish the minutes of its monetary policy meeting held back Senior Economist, Mexico
on February 8, in which the board unanimously decided to increase by alejandro.cenvantes@banorte.com
25bps the reference rate to 7.5%. We expect discussions during the meeting Francisco Flores
to have focused on the tightness in both the Mexican economy and the labor Economist, Mexico

i i francisco.flores.serrano@banorte.com
market, the focus on the goal of monetary policy, and the balance of risks

for inflation. Moreover, we believe the board members will also highlight
the recent behavior of the MXN, as well as the relative monetary stance
between Mexico and the US.

=  Gross domestic product (4Q17 F). On Friday, INEGI will publish its
revised GDP report for the fourth quarter of 2017, where we expect a 1.65%
yoy expansion, marginally below the 1.8% preliminary figure reported by
INEGI. As a result, we believe that the Mexican economy probably grew
2.1% in 2017. In seasonally adjusted terms, we expect a 0.74% quarterly
growth. Taking a look at the breakdown, we believe that services will
continue to show a favorable performance (2.7% yoy). However, we expect Document for distribution among the
a 1% yoy contraction in the industrial sector. general public

Mexico weekly calendar

DATE TIME (ET) EVENT PERIOD UNIT BANORTE CONSENSUS PREVIOUS
Tue 20-Feb 10:00am International reserves 16-Feb US$ bn - - 173.8
Tue 20-Feb 12:30pm  Government weekly auction: 1-, 3-, 6-month CETES; 5y Mbono (Jun'22); 10y Udibonos (Nov'28)
Tue 20-Feb 3:30pm Citibanamex bi-weekly survey of economic expectations
Thu 22-Feb 9:00am CPl inflation 1H-Feb % 2w/2w 0.31 0.31
% yoy 5.56 5.55
Core % 2wl2w 0.31 0.24
% yoy 4.34 4.56
Thu 22-Feb 10:00am Banxico's minutes February
Fri 23-Feb 9:00am GDP 2017 % yoy 21 23
Fri 23-Feb 9:00am GDP 4Q17 % yoy 1.65 18
(sa) % qlq 0.74 0.9
Primary activities % yoy 6.9 42
Industrial production % yoy -1.0 -0.7
Services % yoy 2.7 26
Fri 23-Feb 9:00am Global economic indicator December % yoy 1.53 1.51
(sa) % m/m 0.8 0.7
Primary activities % yoy 8.2 8.9
Industrial production % yoy -0.7 -15
Services % yoy 2.3 2.6
Fri 23-Feb 10:00am Current account 4Q17 US$ bn -3.5 -5.6

Source: Banorte; Bloomberg



Proceeding in chronological order...

Weekly international reserves report. On Tuesday, at 10:00am (ET), Banco
de Mexico will release its weekly balance report. Last week, net international
reserves declined by US$194 million amounting to US$172.8 billion. According
to Banxico’s report, this figure comes mainly as a result of a negative valuation
effect in central bank assets. In this context, the Central Bank’s international
reserves have decreased by US$5 million during 2018 (please refer to the table
on the following page).

Banxico's foreign reserve accumulation detail

US$, million
2016 Feb 13,2018 Feb 13,2018 Year-to-date
Balance Flows

International reserves (B)-(C) 172,802 172,797 -194 -5
(B) Gross international reserve 175,450 177,585 623 2,135
Pemex - - 343 -381
Federal government - - 613 2,906

Market operations - - 0 0
Other - - -352 -390
(C) Short-term government's liabilities 2,648 4,788 -429 2,140

Source: Banco de México

Weekly government bond auction. Also on Tuesday, the Ministry of Finance
(MoF) —via Banco de Mexico as its financial agent—, will offer 5-year fixed rate
Mbonos (Jun’22), 10-year inflation-linked Udibonos (Nov’28), in addition to
the “more traditional” 1-, 3- and 6-month zero-coupon Cetes (please refer to the
table below). As usual, the results will be released at 12:30pm (ET).

Auction specifics (Tuesday, February 6, 2018)

. Coupon To be Previous
Maturity rate, % auctioned! yield?

Cetes

1m 22-Mar-18 -- 8,000 7.50

3m 24-May-18 -- 11,000 7.61

6m 16-Aug-18 -- 11,500 7.78
M Bono

Sy 09-Jun-22 6.50 8,500 7.46
Udibonos

10y 30-Nov-28 4.00 UDIS 700 3.62

Source: Banorte-Ixe with data from Banco de México 1. Except for Udibonos, which are
expressed in UDI million, everything else is expressed in MXN million. 2. Yield-to-maturity
reported for Cetes, Mbonos and Udibonos

Citibanamex Survey: Market participants will focus on inflation and
monetary policy forecasts. On Tuesday around 3:30pm (ET) Citibanamex will
release its bi-weekly survey of economic expectations, where focus will be on
analysts’ inflation forecasts for the first half of February (to be published on
February 22). Furthermore, attention will be on monetary policy assessments,
given the 25bps increase in the reference rate which took place on February 8.

In addition, the survey will also contain forecasts for growth and FX
estimations. In the first case, we do not expect strong revisions to the median
GDP forecast for 2018. In the second case, we expect marginally downward
revisions given the latest performance of the Mexican peso.
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Inflation during the first half of February will be explained by increases in
the prices of energy, particularly gasoline. On Thursday, at 9:00am, INEGI
will release its bi-weekly inflation report for the first half of February. We are
forecasting a 0.31% 2w/2w increase in the headline index, while we expect the
core index to rise in the same magnitude.

Inflation during the period in question will be mainly explained by increases in
the price of energy, particularly gasoline. However, these will be mitigated by a
fall in the prices of fresh fruits and vegetables.

We forecast inflation to be 2bps lower when compared to the same period of last
year, derived from: (1) 10bps from a smaller contribution of other goods (6bps
vs. 16bps in 2017); (2) 8bps from a greater impact of energy (14bps vs. -1bps in
2017); (3) 5bps stemming from a lesser contribution of processed foods (3bps
vs. 5bps in 2017); (4) 3bps derived from a greater impact of other services
(10bps vs. 7bps in 2017) and (5) 3bps due to a larger contribution of meat and
egg (3bps vs. Obps in 2017), as shown in the table below.

With these results, annual inflation will stand at 5.56% in the first half of
February, marginally higher than the 5.55% seen in January. Moreover, we
forecast core inflation at 4.34% yoy (previous: 4.56% yoy). Moving forward, we
will focus on the evolution of energy prices and the behavior of agricultural
prices, and the impact they might have in Mexico’s CPL.

1H-February inflation by components
% Bi-weekly incidence

2018 P 2017 Difference
Headline 0.31 0.33 -0.02
Core 0.23 0.35 0.12
Goods 0.09 0.24 0.15
Processed foods 0.03 0.08 -0.05
Other goods 0.06 0.16 -0.10
Services 0.14 0.11 0.03
Housing 0.03 0.03 0.00
Education 0.01 0.01 0.00
Other services 0.10 0.07 0.03
Non-core 0.08 -0.01 0.09
Agricultural -0.05 -0.08 0.03
Fresh fruits and vegetables -0.08 -0.08 0.00
Meat and egg 0.03 0.00 0.03
Energy and government regulated 0.13 0.07 0.07
Energy 0.12 0.04 0.08
Government regulated 0.01 0.03 -0.01

Source: Banorte, INEGI
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Banxico’s minutes — Hawkish tone justifying the 25bps hike. Next Thursday
at 10:00am (ET), Banco de Mexico will publish the minutes of its monetary
policy meeting held back on February 8, in which the board unanimously
decided to increase by 25bps the reference rate to 7.5%. We expect discussions
during the meeting to have focused on seven issues: (1) The tightness in both
the Mexican economy and the labor market, which in turn could result in greater
inflationary pressures; (2) given the economic cycle, as well as the persistence
of high inflation, monetary policy should act in order to prevent second-round
effects; (3) the balance of risks for inflation maintains an upward bias in an
environment with a “high degree of uncertainty”; (4) short-term inflation
expectations continued to deteriorate due to the recent trend of non-core
inflation; (5) Banxico’s new forecast that headline inflation will converge to its
3% target during the first quarter of 2019 (pevious: 4Q18); (6) despite the
appreciation of the Mexican peso during 2018, volatility prevails; and (7) the
relative monetary stance between Mexico and the US.

We keep our call for an additional 25bps hike on April 12, following a 25bps
Fed hike on March 21. In addition, we do not rule out a further increase if
uncertainty persists before the presidential elections (1st of July). In this context,
we consider that the central bank could increase the reference rate again by
25bps during the June 21st meeting, just after a 25bps hike from the FOMC
(June 13). Looking ahead, and as volatility due to the aforementioned factors
starts to dissipate, it is likely that the Central Bank could cut rates by 50bps in
the second half of 2018.

Mexico’s GDP will stand at 1.65% yoy in 4Q17. On Friday, INEGI will
publish its revised GDP report for the fourth quarter of 2017, where we expect a
1.65% yoy expansion, marginally below the 1.8% preliminary figure reported
by INEGI. As a result, we believe that the Mexican economy probably grew
2.1% in 2017. In seasonally adjusted terms, we expect a 0.74% quarterly
growth.

Taking a look at the breakdown, we believe that services will continue to show a
favorable performance (2.7% yoy) driven by the above-trend growth in banking
credit, and the expansion of the Mexican formal labor market.

By contrast, we expect a 1% yoy contraction in the industrial sector derived
from the 3-year recession in the mining sector and the reduction in construction
output given the contraction in public investment projects. However,
manufacturing output continues to gain momentum as a result of the higher
external demand.
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We expect a 1.53% yoy expansion in December’s IGAE. On Friday, and in
addition to the GDP report, INEGI will also release its monthly global economic
indicator for December (GDP monthly proxy), where we expect a 1.53% yoy
expansion, marginally above November’s 1.51% growth.

As we had mentioned in our last report, IP’s contraction in December was
explained by the 7.7% yoy fall in mining output, given the decline in oil
production in the Gulf of Mexico. In addition, manufacturing output fell 0.1%
yoy, as a result of a contraction in 12 of its 21 sub-indices. In particular, we
highlight the 21.2% yoy reduction in vehicle production. However, year-to-date,
manufacturing output increased 2.9% in 2017. By contrast, construction
increased 3.6% yoy in December, as a result of the 7.5% expansion in building
projects, whereas public civil engineering construction projects declined 5.5%
yoy, given the austerity program implemented by the Federal Government.

Moreover, we believe that services will show a moderate 2.2% yoy expansion,
as a result of the positive trend in the formal labor market coupled with an
above-trend growth in banking credit.

Decrease in the current account deficit. Next Friday, at 10:00am, Banco de
Mexico will release its balance of payments report for the fourth quarter of last
year. We are forecasting a US$3.5bn deficit in the current account. According to
data already released, trade balance during the period in question amounted to
-US$1,823.8 million, while net transfers increased as a result of 8.2% yly
increase in remittances.

Disclaimer
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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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