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Overview

- The Mexican Government reported a third quarter GDP growth of 2.0% YoY. This
third quarter growth in Mexico is the weakest it has been since 2014. The service
sector continues to be the main driver of the economy, while the industry sector
continues to perform poorly due to a decrease in oil and gas production and weak
household consumption. The early indications of economic momentum in 2016 have
begun showing signs of slowing down.

- Exports have been affected by the decrease of manufacturing exports. Investment
has also declined due to weak industrial activity. This decline was mainly driven by a
decrease in both the mining and construction sectors. The latter could continue to be
affected by weak household consumption.

- Even though Mexico will close the year with modest growth, headwinds for Mexico
are appearing on the horizon. External shocks, such as Trump being elected
president of the United States and the resulting potential policy changes on trade and
immigration in the United States, could put extra stress on the Mexican economy. As
a result of these potential shocks, some forecasts for 2017 are already lowering their
GDP growth rate to 1.9%.

- The fiscal deficit is expected to improve in 2016 due to an increase in both tax
revenues and non-tax revenues. This improvement was driven by a fiscal reform
implemented at the beginning of 2016 and also by using the operation remnant
amount that Mexico’s Central Bank received in 2015.

- Monetary policy in 2016 has focused on mitigating upward pressures on the inflation
rate, driven principally by the constant depreciation of the Mexican peso, through rate
hikes — a total of four so far this year. The Central Bank is likely to continue
increasing interest rates in order to mitigate the upward inflationary pressures.
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1. GDP, Economic activity

Mexico’s GDP grew by 2.0% in the
third quarter of 2016 compared to the
same period in last year (Figure 1).
This growth rate was still the weakest
it has been since 2014. Quarter-over-
Quarter growth demonstrated a
modest rebound, growing 1.0% from
the second to the third quarter of
2016.

The Mexican economy is beginning to
show signs of slowing down. The
service sector continues to be the
main motor of economic growth in
Mexico, contributing around 60% to
GDP for at least the last ten years and
having a steady growth of around
3.0% throughout the first three
quarters of 2016 (Figure 2). The
industry sector, on the other hand,
has struggled throughout 2016,
contracting by 0.8% in the third
guarter principally, due to a decline in
oil and gas production; further
exacerbating these supply side
issues, global oil prices continue to be
depressed. This tendency is expected
to continue in the short term as the
international prices of oil and metals
continue to be low.

Mexico reported a 1.0% YoY decline
in both exports and Gross Fixed
Capital Formation (GFCF) for the
second quarter of 2016 (Figure 3),
continuing the negative trend that
began in the second quarter of 2015.
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Figure 1: GDP growth

% real change
1

g |
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Quarter-over-Quarter ——Year-over-Year
Source: INEGI, MUFG

Figure 2: GDP by Sector
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Figure 3: Investment, Exports and Imports
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The fall in exports was mainly due to a decline in manufacturing exports (principally
automotive exports to the United States). The decrease in the investment was
consistent with the previously mentioned weak industrial activity. This decline was
mainly driven by a decrease in both the mining and construction sectors. The latter
could continue to be affected by weak household consumption.
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of 1.8% to 2.3%. The IMF forecasts

Mexico to grow at 2.3% in 2017, while the Central Bank of Mexico, in its last report
lowered its forecast for 2017 to the rage of 1.5% to 2.5%. These forecasts are highly
susceptible to external shocks, the most likely of which would emanate from the United
States. In fact, immediately following the United States’ election and the release of
Mexico’s Q3 GDP, some economic forecasters have cut their growth forecasts for 2017
to 1.9%?2, below what the IMF is forecasting.

! The Consumer Confidence Index has 5 components, (1) current households’ economic situation compared to one year ago; (2)
households’ economic situation expectations for next year; (3) current country economic situation in comparison to one year ago; (4)
country economic situation expectations; (5) current households’ access to durable goods (mainly household appliances) in
comparison with one year ago.

Consensus Economics, Nov 2016
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It is still too early to say how any changes to US-Mexico ties will affect the Mexican
economy, but the main channels would likely be through trade and immigration policy
changes from the United States®. In any case, the Mexican Government will need to be
prepared to implement economic policies to mitigate the effects of any changes the US
Government makes in its relationship with Mexico.

2. Fiscal Policy

The fiscal deficit in 2015 stood at 3.4% of GDP, a slight expansion of the deficit when
compared to 2014 (3.2%). It is expected, based on preliminary estimates, that the fiscal
deficit will decline in 2016, mainly due to an increase of 12.3% in real terms of public
revenues through August 2016. This increase was due to an increase in both tax
revenues (11.2%) that were an effect from the fiscal reform the government approved
for 2016, and non-tax revenues (85.2%) (Table 1). The non-tax revenue increase was

mamly due to Banxico’s (Central Table 1: Mexico's Public Finance

Bank of Mexico) operation

. J -Septemb
remnant*, amounting to almost 14 T
billion USD. Although oil revenues 2015 %yoy | % yoy
. . 0 (MXN Bn) | MXN Bn | (nominal | (real
showed a slight increase of 0.9%, ) || )
this was mainly the result of the | A Revenues* 3,0335] 3497.6 153 123
oy oil 596.0 617.4 3.6 0.9
federgl gpvemment prowdln,g a Federal Government 333.8 238.5 -28.6 -30.4
cash infusion to PEMEX (Petroleos Pemex (1) 262.2 378.9 445 408
MexicanosS) because of its Non Qil 2,437.5 2,880.2 18.2 15.1
, j , Tax Collection 1,788.1]  2,0415 14.2 11.2
financial struggles in accordance Non Tax Collection (2) 197.4 375.4 90.1 85.2
with the Federal law of budget and Other_ 45201  463.2 2.5 -0.2
. o B. Spending (3) 3,503.2 3,763.4 7.4 4.6
fiscal responsibility. If the federal |cC primaryBalance (A-B)|  -469.7] -2658] -434]  -44.9

government transfers to PEMEX
are not taken into account, total oil

* Includes federal government transfers to PEMEX of 160MXNbn(2,3) and Banxico's
operation remnant of 239 MXNbn pesos (1)
Source: Central Bank of Mexico, MUFG

revenues declined by about 20% due to the decrease in global oil prices.

These numbers continue to reflect how dependent Mexico’s public finances are on oll
prices, as well as the Federal Government’'s commitment towards creating sounder

3 A more detailed analysis about these policies and their impact on the Mexican economy is being prepared and will be released
?fter this document.

The Operation Remnant is the accounting gain the central bank obtained in an accounting year. The Bank of Mexico makes profits
because of the credits by which the money that is put into circulation accrue interest and the total of that income has been greater
than the sum of all the operating expenses. In 2015, the depreciation of the exchange rate produced an increase in capital in the
final balance of the Bank of Mexico.

° Mexican state-owned petroleum company is engaged in the exploration, production, transportation, refining, storage and sale of
hydrocarbons and derivatives.
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policies and public finances through the reallocation of resources coming from the

Central Bank.

3. Monetary Policy and Financial Markets

The Central Bank of Mexico has
been attempting to combat
inflationary pressures and to keep
inflation expectations anchored to
the target rate via a series of rate
hikes that began in December 2015.
While, YoY inflation in September
(2.97%) was still right around the
target rate (Figure 6), the Central
Bank expects inflation will end 2016
slightly above the target rate of
3.0%. This higher than expected rate
is principally due to the evolution of
the prices of goods, especially food,
that increased as a result of the
depreciation of the Mexican peso.

As we can see in Figure 7, the
Mexican Peso has had the worst
performance among all similar
economies in  Latin  America,
including Brazil. Shocks such as the
electoral victory of Donald Trump as
president of the United States have
added extra stress to the economy
that could deteriorate Mexico’s terms
of trade (NAFTA’s renegotiation
terms). This concern is one of the
principal reasons why the Mexican
peso abruptly lost 9.0% of its value
in the day following Trump’s victory.
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Figure 6: Inflation and Policy Rate
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Figure 7: Nominal Exchange Rate
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The Mexican government and the Central Bank will attempt to smooth the transition to a
Trump presidency using a combination of currency reserves and continuing with interest
rate hikes in order to support the Mexican peso. In fact, just one week after the US
elections, the Central Bank of Mexico decided to increase the interest rate another 50
basis points to 5.25%, the fourth such increase this year, due to a reduction in capital
inflows and potential measures from the US hindering foreign trade and investment.
These potential measures could have a direct impact on the exchange rate and this
could lead to higher inflation. The Mexican Central Bank will also pay close attention to
the actions of the Federal Reserve of the United States and its likely decision to
increase interest rates in December. If the Federal Reserve does decide to raise
interest rates, this could have two immediate and negative impacts on the Mexican
economy: it will increase the cost of borrowing and/or lead to an outflow of financial
capital to the United States. Both of these possible scenarios would result in a further
depreciation of the Mexican peso, further increases of interest rates by the Mexican
Central Bank, leading to further declines in economic activity.

For reference to our previous reports, see our website at: http://researchreports.mufg-americas.com/reports/economic-research

The information herein is provided for information purposes only, and is not to be used or considered as an offer or the solicitation of an
offer to sell or to buy or subscribe for securities or other financial instruments. Neither this nor any other communication prepared by The
Bank of Tokyo-Mitsubishi UFJ, Ltd. (collectively with its various offices and affiliates, "BTMU") is or should be construed as investment
advice, a recommendation to enter into a particular transaction or pursue a particular strategy, or any statement as to the likelihood that a
particular transaction or strategy will be effective in light of your business objectives or operations. Before entering into any particular
transaction, you are advised to obtain such independent financial, legal, accounting and other advice as may be appropriate under the
circumstances. In any event, any decision to enter into a transaction will be yours alone, not based on information prepared or provided by
BTMU. BTMU hereby disclaims any responsibility to you concerning the characterization or identification of terms, conditions, and legal or
accounting or other issues or risks that may arise in connection with any particular transaction or business strategy. While BTMU believes
that any relevant factual statements herein and any assumptions on which information herein are based, are in each case accurate, BTMU
makes no representation or warranty regarding such accuracy and shall not be responsible for any inaccuracy in such statements or
assumptions. Note that BTMU may have issued, and may in the future issue, other reports that are inconsistent with or that reach
conclusions different from the information set forth herein. Such other reports, if any, reflect the different assumptions, views and/or
analytical methods of the analysts who prepared them, and BTMU is under no obligation to ensure that such other reports are brought to
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