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Mexico weekly calendar

DATE HOUR (ET) EVENT PERIOD UNIT BANORTE CONSENSUS PREVIOUS
Tue 16-Oct 10:00am International reserves Oct-12 US$ bn - - 1734
Tue 16-Oct 12:30pm Government weekly auction: 1-, 3-, 6-month CETES; 3y Mbono (Dec'21); 3y Udibonos (Jun'22)

Thu 18-Oct 10:00am Banxico's minutes October

Source: Banorte; Bloomberg



Proceeding in chronological order...

Weekly international reserves report. Last week, net international reserves
decreased US$175 million, amounting to US$173.4 billion. According to
Banxico’s report, this figure comes mainly from a negative valuation effect in
central bank assets. In this context, the central bank’s international reserves have
increased US$589 million during 2018 (please refer to the following table).

Banxico's foreign reserve accumulation detail

USS$, million
2017 Oct 5, 2018 Oct 5, 2018 Year-to-date
Balance Flows
International reserves (B)-(C) 172,802 173,391 -175 589
(B) Gross international reserve 175,450 176,610 -430 1,160
Pemex - - -79 628
Federal government - - -115 674
Market operations - - 0 0
Other - - 235 1,114
(C) Short-term government's
liabilities 2,648 3,219 -255 571

Source: Banco de México

Weekly government bond auction. The Ministry of Finance (MoF) —via Banco
de Mexico as its financial agent—, will offer 3-year fixed-rate Mbonos (Dec’21),
3-year inflation-linked Udibonos (Jun’22), in addition to the “more traditional”
1-, 3-, and 6-month zero-coupon Cetes (please refer to the following table). As
usual, results will be released at 12:30pm (ET).

Auction specifics (Tuesday, October 16th, 2018)

Maturity Couponrate,%  To be auctioned! Previous yield?

Cetes

1m 15-Nov-18 -- 7,000 7.70

3m 17-Jan-19 -- 11,000 7.88

6m 11-Apr-19 -- 11,000 8.07
M Bono

3y 09-Dec-21 7.25 9,000 7.96
Udibonos

3y 09-Jun-22 2.00 UDIS 1,000 3.78

Source: Banorte 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

Banxico’s minutes (October). Next Thursday at 10:00am (ET), Banxico will
publish the minutes of its October 4™ meeting, in which the Board maintained
the reference rate at 7.75%, albeit in our opinion, showing a more hawkish bias.
Given the prevailing risks at both the domestic and external fronts, we argued
after the decision that the central bank is ready to increase the reference rate
once more (+25bps), to end the year at 8.00%. In this regard, 7 out of 21
economists (surveyed by Citibanamex on October 5") also expect one additional
rate hike. We believe the discussion was centered on:
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(1) The persistence of upside risks to inflation. In the communiqué, the Board
argued that pressures on non-core inflation are impacting core prices, delaying
inflation’s convergence toward the central bank’s target. While inflation for the
first half of September —the most recent at the time of the decision— seemed to
show a slight improvement, the next report was higher than expected, in
particular at the core component, likely supporting Banxico’s thesis. For details
see: “Inflation in September slightly above consensus as core surprises to the
upside”’, October 9™, 2018 <pdf>.

We also highlight the addition of a higher public spending as a risk factor on the
back of some proposals of the incoming administration. Our view is that
members of the new government have repeatedly shown a commitment to
preserve healthy public finances, so it will be hard for this risk to materialize.
We expect the discussion on inflation to be very relevant to evaluate the Board’s
bias. Looking ahead, we believe main upside risks for inflation include
additional pressures on energy prices, an increase in protectionist measures, and
a possible adjustment in the Mexican peso in a still uncertain scenario.

Inflation
% yoy

14 -
e Headline

12

s NON-COre
10 -

Dec-16 Jun-17 Dec-17 Jun-18 Dec-18

Source: INEGI, Banorte

(2) Risks from Fed monetary policy. Since the US started its normalization back
in December 2015, this is the first time that Banxico did not follow a Fed rate
hike. This occurred despite maintaining the relative monetary stance between
Mexico and the US as one of its main deciding factors. We believe the decision
to decouple was explained to a great extent by: (a) An already high nominal rate
spread, going from close to 300bps at the start of the normalization process to
nearly 575bps currently, which helped shield the MXN in terms of carry (see
chart below on the left); and (b) a short-term, real ex-ante interest rate of 3.85%,
in restrictive territory relative to Banxico’s range estimate of the neutral rate (r*)
between 1.7% and 3.3% (see chart below on the right). In this regard, we will
search carefully for the likely discussion about the room that the Mexican
monetary authority could have to absorb a potential decrease in the spread if
they keep decoupling from the Fed. We believe this margin is limited given
local and external conditions, which might be one of the factors that could lead
Banxico to adjust once again higher its reference rate before year-end.
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https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20181009_InflationSep.pdf
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(3) Emerging market volatility but local stability. In our view, Board members
discussed the most appropriate policy stance in the face of a highly uncertain
global outlook in between geopolitical risks, trade tensions, and more restrictive
financial conditions, among others. In particular, the communiqué warned about
EM volatility driving local asset prices lower. Typical volatility indices such as
VIX (equities) and MOVE (rates) have been pushed to highs not seen since at
least June, increasing the relevance of this discussion. In contrast, they also
recognized the positive impact of idiosyncratic factors such as news in trade
renegotiations with Canada and the US. The latter has supported the Mexican
peso, relatively stronger than other EM currencies (see chart below) and helping
contain a potential pass-through effect to prices and inflation expectations.
Nevertheless, as the Board recognized higher volatility and its potential impact
on the currency, the tone of this discussion should provide valuable information
about its tolerance to a more adverse scenario in international markets.
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(4) Reduced uncertainty would help economic activity. One of the positive
drivers flagged by the central bank was recent developments in trade, lowering
uncertainty and improving the balance of risks for the economy at the margin. In
this context, we have observed better indicators at the start of 3Q18, in
particular the 0.4% m/m increase in economic activity in July’s IGAE (from a
0.1% fall the previous month and -0.2% g/g GDP in 2Q18). According to
Banxico, slack was similar to the previous quarter, meaning more relaxed
conditions. Nevertheless and in case that stronger activity is confirmed in
upcoming data, the output gap could have not kept sliding further into negative
territory. Coupled with higher wages, this could suggest better aggregate
demand conditions for another rate hike in spite of Banxico’s assessment, even
if they have not yet translated into higher prices.

In our view, the current backdrop made this decision particularly difficult for
Banxico. In this respect, we highlight two additional factors. First, the central
bank stressed that in order to achieve inflation’s convergence to target, they
would not only maintain but possibly strengthen the current monetary policy
stance, a hawkish signal when compared to recent communications. In second
place, the decision was not unanimous, with one member voting for increasing
the rate by 25bps. It is worth remembering that this is the first split decision
since the change in the bank’s communication strategy on April 30", Taking
into account the factors discussed, our inflation and exchange rate forecasts, we
believe Banxico will hike the reference rate by 25bps before year-end to 8.00%,
followed by a period of stability during the first half of 2019.

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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Relevant statements.
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adhere to certain rules that regulate their participation in the market in order to prevent, among other things, the use of private information for
their benefit and to avoid conflicts of interest. Analysts shall refrain from investing and holding transactions with securities or derivative
instruments directly or through an intermediary person, with Securities subject to research reports, from 30 calendar days prior to the issuance
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Compensation of Analysts.
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subsidiaries. Such compensation is determined based on the general profitability of the Brokerage House and the Financial Group and on the individual
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instruments, whose underlying securities are the subject of recommendations, representing 1% or more of its investment portfolio of outstanding securities
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None of the members of the Board of Grupo Financiero Banorte and Casa de Bolsa Banorte, along general managers and executives of an immediately
below level, have any charges in the issuers that may be analyzed in this document.

The Analysts of Grupo Financiero Banorte S.A.B. of C.V. do not maintain direct investments or through an intermediary person, in the securities or derivative
instruments object of this analysis report.

Guide for investment recommendations.

Reference
BUY When the share expected performance is greater than the MEXBOL estimated performance.
HOLD When the share expected performance is similar to the MEXBOL estimated performance.
SELL When the share expected performance is lower than the MEXBOL estimated performance.
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Determination of Target Prices
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capital.

The information contained hereby has been obtained from sources that we consider to be reliable, but we make no representation as to its
accuracy or completeness. The information, estimations and recommendations included in this document are valid as of the issue date, but are
subject to modifications and changes without prior notice; Grupo Financiero Banorte S.A.B. of C.V. does not commit to communicate the
changes and also to keep the content of this document updated. Grupo Financiero Banorte S.A.B. of C.V. takes no responsibility for any loss
arising from the use of this report or its content. This document may not be photocopied, quoted, disclosed, used, or reproduced in whole or in
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