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= Monthly inflation report (January). On Thursday, at 9:00am, INEGI Senior Economist, Mexico
will release its bi-weekly inflation report. This report is particularly alejandro.cervantes@banorte.com
relevant since it will already consider the impact of several factors on Francisco Flores
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effect to prices. Considering this, we are forecasting a 1.63% m/m
increase in the headline index during the January (consensus: 1.69%
m/m). Moreover, for the core index we estimate a 0.48% m/m rise
(consensus: 0.52% m/m). With these results, annual inflation is at
4.65% yoy in January from 3.36% in December, while core inflation is
at 3.74% from 3.44% yoy.

= Banxico’s monetary policy announcement. On Thursday, Banxico
will announce its monetary policy decision at 2:00pm (EST), where we
expect a 50bps rate hike. Thus, the new reference rate will stand at
6.25%. We believe that the key variable for Banxico will be the recent
upward trend in inflation and the deterioration of inflation expectations.
In addition, we believe that the central bank will mention that the
balance of risks for inflation has deteriorated in the short and medium
run, as a result of: (1) The 16% increase in the still regulated price of
gasoline; (2) the higher pass-through effect from the depreciation of the Document for distribution among the
Mexican currency to prices; and (3) the potential impact of the 9.9% general public
increase in the minimum wage to the price dynamics.

Mexico's weekly calendar

DATE HOUR (EST)  EVENT PERIOD UNIT BANORTE-IXE CONSENSUS PREVIOUS
Mon 6-Feb Banking holiday: Mexico's Constitution Day
Tue 7-Feb 12:30pm Government weekly auction: 1-, 3-, 6-month CETES; 3y Mbono (Jun' 20); 3y Udibonos (Dec'20)
Banamex bi-weekly survey of economic
Tue 7-Feb 4:30pm expectations
Wed 8-Feb 10:00am International reserves Feb-3 US$ bn - - 174.8
Thu 9-Feb 9:00am CPl inflation January % m/m 1.63 1.69 0.46
% yoy 4.65 4.72 3.36
Core % m/m 0.48 0.52 0.45
% yoy 3.74 3.44
Thu 9-Feb 2:00pm Banxico's monetary policy decision February 9 % 6.25 6.25 5.75
Fri 10-Feb Wage negotiations January % 4.0 39
Fri 10-Feb 9:00am Industrial production December % yoy 0.2 04 1.3
(sa) % m/m 0.1 -04 0.0
Mining % yoy -84 9.1
Utilities % yoy 3.3 24
Construction % yoy 2.9 3.6
Manufactures % yoy 1.3 1.5 4.3

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

On Monday, financial markets will remain closed in Mexico. On the logistics
side, and before we start with next week’s description, we highlight that next
week, Mexico will have a short week with a banking holiday on Monday
(February 1), as the country observes the 100™ Anniversary of the Mexican
Constitution.

Weekly government bond auction. Also on Tuesday, the Ministry of Finance
(MoF) —via Banco de Mexico as its financial agent-, will offer 2-year fixed-rate
Mbonos (Jun’20), as well as 3-year inflation-linked Udibonos (Dec,20), 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, February 7, 2016)
Maturity Coupon To be Previous
rate, % auctioned’ yield?
Cetes
1m 9-Mar-17 -- 6,000 5.88
3m 11-May-17 -- 10,000 6.38
6m 3-Aug-17 -- 11,500 6.65
M Bono
3y 11-Jun-20 8.0 8,500 7.39
Udibonos
3y 10-Dec-20 25 950 2.62

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, growth,
and monetary policy forecasts. On Tuesday at 4:30pm (EST) Citibanamex will
release its bi-weekly survey of economic expectations, where market
participants will focus on analysts’ monetary policy assessments given that this
will be the last survey published before Banxico’s monetary policy meeting on
Thursday.

In addition, analysts will also focus on the inflation forecasts for January (to be
published also on Thursday), as well as on CPI estimations for 2017. Moreover,
Citibanamex will also publish consensus’ growth and FX forecasts for 2016-17,
where we expect strong downward revisions to the median growth forecast.

Weekly international reserves report. On Wednesday, at 9:00am (EDT),
Banco de Mexico will release its weekly balance report. Last week, net
international reserves increased by US$96 million amounting to US$174.8
billion. According to Banxico’s report, this figure comes mainly as a result of a
US$122million change in valuation of the Central Bank’s assets. In this context,
the Central Bank’s international reserve have diminished by US$1.7billion this
year (please refer to the table below).
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Banxico's foreign reserve accumulation detail

USS$, million
2015 27/Enel2017 27/Enef2017 Year-to-date
Balance Flows

International reserves (B)-(C) 176,542 174,791 96 -1,750
(B) Gross international reserve 178,025 176,625 41 -1,400

Pemex - - -54 127

Federal government - - -245 -114
Market operations - - 0 -2,000

Other - - 340 841

(C) Short-term government's liabilities 1,483 1,834 -55 350

Source: Banco de México

Inflation in January will be explained by the increase in energy prices. On
Thursday, at 9:00am, INEGI will release its bi-weekly inflation report. This
report is particularly relevant since it will already consider the impact of several
factors on inflation, of which we highlight: (1) The increase in gasoline prices;
(2) the rise in the minimum wage; and (3) the higher FX pass-through effect to
prices. Considering this, we are forecasting a 1.63% m/m increase in the
headline index during the January (consensus: 1.69% m/m). Moreover, for the
core index we estimate a 0.48% m/m rise (consensus: 0.52% m/m).

Inflation during the period in question will be explained by the 5.15% m/m
increase in the non-core sub index, particularly by pressures on energy prices,
driven by the 16. 8% increase in low-grade gasoline and 21.7% for the high-
grade gasoline. In addition, we expect an additional 17.8% increase in LP gas
prices.

Moreover, core inflation’s 0.48% m/m rise will be explained by greater
pressures on “processed foods” and “other services” prices. We believe that
these increases stem from the FX depreciation pass-through to prices, as well as
the minimum wage increase.

With these results, annual inflation is at 4.65% yoy in January from 3.36% in
December, while core inflation is at 3.74% from 3.44% yoy.

We expect a 50bps hike in Banxico’s reference rate. On Thursday, Banxico
will announce its monetary policy decision at 2:00pm (EST), where we expect a
50bps rate hike. Thus, the new reference rate will stand at 6.25%. We believe
that the key variable for Banxico will be the recent upward trend in inflation and
the deterioration of inflation expectations. In addition, we believe that the
central bank will mention that the balance of risks for inflation has deteriorated
in the short and medium run, as a result of: (1) The 16% increase in the still
regulated price of gasoline; (2) the higher pass-through effect from the
depreciation of the Mexican currency to prices; and (3) the potential impact of
the 9.9% increase in the minimum wage to the price dynamics.
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On December 27, the Ministry of Finance published the new the methodology
for determining the maximum prices of gasoline in January. While the MoF’s
proposal was part of the Federal Government’s efforts to foster free markets and
impose a second-best scheme before the complete liberalization of the gasoline
market, the consumer price index rose 1.51% 2w/2w as a result of this measure.
In addition, inflation expectations climbed right after this price adjustment (refer
to the charts on the next page). It is our take that the central bank will decide to
increase the reference rate by 50bps in order to contain the upward trend in
inflation and anchor expectations.

Inflation expectations for 2017

Inflation expectations in the next four years
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Source: Banxico's monthly survey of economic expectations

In addition, we believe that Banxico’s board will also highlight that the balance
of risks for inflation has further 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 has generated
additional pressure not only on the consumer price index, but on medium and
long-term inflation expectations.

Moreover, we believe that Banxico will also refer to the 9.86% increase in
minimum wages for 2017. The central bank did mentioned in their last monetary
policy statement that the upward trend in inflation is also reflecting the increase
in the minimum wage, although they will probably emphasize that it will 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 significantly higher inflation in 2017, coupled with a depreciated
currency and higher rates in the United States pose a significant risk to inflation
expectations in Mexico. Looking ahead, we believe that Banxico will implement
an additional 50bps hike in March trying to anchor inflation expectations. In
addition, we continue to believe that Banxico will follow the Fed in its monetary
tightening cycle. In this context, we expect an additional 50bps hike in June and
December (right after the Fed’s hikes), with Banxico’s reference rate ending at
7.75% in 2017. The minutes of this meeting will be published on the 23th of
February.

Source: Banxico's monthly survey of economic expectations
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We expect a 0.2% yoy contraction in December’s industrial output. On
Friday at 9:00am (EST), INEGI will release its monthly industrial production
report. We anticipate a 0.2% yoy contraction in total output during December,
after the 1.3% expansion in November.

Taking a look at the breakdown, we believe that manufacturing production
could post a moderate 1.3% yoy growth, explained by: (1) the 0.3% yoy
expansion in the US manufacturing sector (NAICS, original figures); (2) the
8.8% yoy increase in Mexico’s vehicle production; and (3) the 4.6% yoy
increase in manufacturing exports.

In addition, the 1.2% yoy expansion in industrial output during December will
be also explained by the 2.9% yoy increase in construction output as a result of
the higher growth in private construction investment projects. By contrast, we
expect a 8.4% yoy reduction in mining activity derived from lower oil
production and the reduction in the extraction of other minerals.

Industrial production estimates: December 2016

% yoy Dec-16 Dec-15 2016 2015
Total -0.2 0.2 0.0 1.0
Mining -8.4 4.1 6.2 -4.6
Utilities 33 04 3.2 2.3
Construction 2.9 -1.8 2.0 25
Manufacturing 1.3 31 1.2 2.5
%m/m sa Dec-16 Nov-16 Difference
Total 0.1 0.0 0.0
Mining -0.5 -1.0 05
Utilities 0.1 0.1 0.0
Construction 05 0.9 15
Manufacturing -0.1 0.7 0.8

Source: Banorte-Ixe

Wage negotiations will accelerate after the minimum wage increase. Also on
Friday, the Ministry of Labor will release the monthly report for contractual
wage negotiations. We estimate an annual average increase of 4%, above
December’s 3.9%. The figure remains relatively low, considering the minimum
wage increase as well as the gasoline price hike. Some of the negotiations that
took place include increases in the educational sector, particularly UNAM
(Aapaunam) with an increase of 3.1% to its workers, the Autonomous University
of Aguascalientes with 3.9%, the Autonomous University of Baja California
(3.1%) and the Autonomous University of Baja California Sur (3.1%). We also
highlight the salary reviews from Mexico’s Workers Confederation Workers
(CTM), and in some unions from government entities.

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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