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Ahead of the Curve

Market focus this week will on Banxico’s monetary policy announcement and
October’s industrial production

Banxico’s monetary policy announcement. On Thursday, Banxico
will announce its monetary policy decision at 2:00pm (EST), where we
expect a 25bps rate hike. Thus, the new reference rate will stand at 5.5%
from 5.25%. We believe that the key variable for Banxico will be the
25bps increase that the Fed will probably implement at December’s
meeting, given that Banxico’s rate hike will take place just a day after
the Fed continues normalizing rates in the United States. We believe
that the Board will justify the increase, given the importance of
Mexico’s relative monetary conditions, particularly with the U.S.,
despite Mexico’s low economic growth.

Industrial production (October). Industrial production will fall 1.6%
yoy. On Monday at 9:00am (EST), INEGI will release its monthly
industrial production report. We anticipate a 1.6% yoy reduction in total
output during October, after the 1.3% contraction in September. Taking
a look at the breakdown, we believe that manufacturing production
could post null growth. In addition, we expect a 10.1% yoy of mining
activity. Finally, we believe that construction output will show a
moderate 1.6% expansion given the lower growth in private
construction investment projects, coupled with the reduction in public
infrastructure spending.
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DATE TIME (EST) EVENT PERIOD UNIT BANORTE-IXE  CONSENSUS  PREVIOUS
Mon 12-Dec  9:00am Industrial production October % yoy -1.6 08 13
(sa) % m/m -0.5 0.1 0.1

Mining % yoy -10.1 - 9.7
Utilities % yoy 1.2 - 2.0
Construction % yoy 1.6 - 1.0
Manufactures % yoy 0.0 0.7 04

Tue 13-Dec 12:30pm Government weekly auction: 1-, 3-, and 6-month Cetes; 3y MBono (Dec'19); 3y Udibono (Jun'19)

Wed 14-Dec  10:00am International reserves 9-Dec US$ bn - 174.1

Thu15-Dec  2:00pm Banxico's monetary policy decision % 5.50 5.50 525

Fri 16-Dec 10:00am Banxico's survey of economic expectations  December

Fuente: Banorte-IXE; Bloomberg
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Proceeding in chronological order...

We expect a 1.6% yoy contraction in October’s industrial output. On
Monday at 9:00am (EST), INEGI will release its monthly industrial production
report. We anticipate a 1.6% yoy reduction in total output during October, after
the 1.3% contraction in September.

Taking a look at the breakdown, we believe that manufacturing production
could post null growth, explained by: (1) the 0.2% yoy expansion in the US
manufacturing sector (NAICS, original figures); (2) the scant 0.5% yoy increase
in Mexico’s vehicle production; and (3) the 6.1% yoy contraction in
manufacturing exports.

In addition, the 1.6% yoy contraction in industrial output during October will be
also explained by the poor performance of mining activity. In this regard, we
expect a 10.1% vyoy reduction derived from lower oil production and the
reduction in the extraction of other minerals. Finally, we believe that
construction output will show a moderate 1.6% expansion given the lower
growth in private construction investment projects, coupled with the reduction
in public infrastructure spending, as a result of the recent fiscal cuts
implemented by the Federal Government.

Industrial production estimates: October 2016

%yoy Oct-16 Oct-15 Jan-Oct, 16 Jan-Oct, "15
Total -16 0.1 0.1 1.2
Mining -10.1 3.7 5.8 -4.6
Utilities 1.2 27 32 2.3
Construction 1.6 1.0 15 34
Manufacturing 0.0 1.0 1.0 2.6
%m/m sa Oct-16 Sep-16 Difference
Total 05 0.1 0.6
Mining 1.3 -1.6 0.3
Utilities 0.2 0.3 0.0
Construction 0.0 14 14
Manufacturing 0.7 0.1 0.5

Source: Banorte-Ixe
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Weekly government bond auction. Also on Tuesday, the Ministry of Finance
(MoF) —via Banco de Mexico as its financial agent-, will offer 3-year fixed-rate
Mbonos (Dec’19), as well as 3-year inflation-linked Udibonos (Jun’19), 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 (EDT).
Auction specifics (Tuesday, December 13, 2016)
Maturity Coupon To be Previous
rate, % auctioned’ yield?
Cetes
1m 12-Jan-17 -- 7,000 5.59
3m 16-Mar-17 -- 11,000 5.85
6m 08-Jun-17 -- 12,000 6.07
Mbono
3y 11-Dec-19 5.00 9,500 6.57
Udibono
3y 16-Jun-19 4.00 850 3.20

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

Weekly international reserves report. On Wednesday, at 10:00am (EDT),
Banco de Mexico will release its weekly balance report. Last week, net
international reserves decreased by US$14 million amounting to US $174.1
billion on the 2" of December. According to Banxico’s report, this figure comes
mainly as a result of changes in the valuation of the Central Bank’s assets. In
this context, the Central Bank’s international reserves have diminished by
US$2,671 million this year (please refer to the table below).

Banxico's foreign reserve accumulation details

US$, million
2015 2/Dec/2016 2/Dec/2016 Year-to-date
Balance Flows

International reserves (B)-(C) 176,735 174,064 -14 -2,671
(B) Gross international reserve 177,597 175,027 -1,029 -2,570
Pemex - - -635 1,988
Federal government - - -65 -594
Market operations - - 0 -5,562

Other - - -329 1,663

(C) Short-term government's liabilities 861 963 -1,015 101

Source: Banco de México

We expect a 25bps hike in Banxico’s reference rate. On Thursday, Banxico
will announce its monetary policy decision at 2:00pm (EST), where we expect a
25bps rate hike. Thus, the new reference rate will stand at 5.5% from 5.25%.
We believe that the key variable for Banxico will be the 25bps increase that the
Fed will probably implement at December’s meeting, given that Banxico’s rate
hike will take place just a day after the Fed continues normalizing rates in the
United States. We believe that the Board will justify the increase, given the
importance of Mexico’s relative monetary conditions, particularly with the U.S.,
despite Mexico’s low economic growth.
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However, we can’t rule out completely a 50bps increase given the deterioration
in inflationary expectations generated by: (1) The higher pass-through effect
from the depreciation of the Mexican currency to prices, and (2) the potential
impact of the 9.6% increase in the minimum wage to the price dynamics. In the
first case, even though Mexico’s headline CPI index has remained below
Banxico’s 3% target, we believe that the balance of risks for inflation has
deteriorated as a result of the higher pass-through effect from the depreciation of
the MXN to prices. In addition, the depreciation of the MXN since Donald
Trump’s victory could generate additional pressure not only on the consumer
price index, but on medium and long-term inflation expectations.

In addition, on December 1%, the National Commission of Minimum Wages
(CONSASAMI), announced an increase in minimum wages for 2017. With this
revision, the minimum wage will amount to MXN 80.04 per day, which implies
a 9.9% increase. In this regard, the central bank will probably mention within
the monetary policy communiqué that next year's inflation will partly reflect the
increase in the minimum wage, although it will probably not have an impact on
medium and long-term inflation expectations.

While Banxico’s central scenario seems to be of lower economic growth, the
prospects of a depreciated currency in Mexico coupled with higher rates in the
United States pose a significant risk to inflation levels and expectations in
Mexico. Looking ahead, we believe that Banxico will follow the Fed in its
monetary tightening cycle. In this context, we expect Banxico and the Fed to
hike 50bps in 2017, with Banxico’s reference rate ending next year at 6%.

Banxico’s survey of economic expectations. Finally on Friday, at 10:00am
(EST), Banco de Mexico will publish its monthly survey of economic
expectations. In our view, market participants' focus will be on three issues: (1)
2016 and 2017 inflation expectations that currently are at 3.4% and 4%,
respectively (Banorte-Ixe: 3.35% and 4.3%); (2) mid-term inflation
expectations—quite important for the central bank's board—that are currently at
3.39% (Banorte-Ixe: 3%); and (3) the analysts' assessments of GDP growth for
2016 and 2017, given the recent downward revisions made by several
economists, including us (currently at 2.1% and 1.8%, respectively; Banorte-
Ixe: 2% and 1.1%).

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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