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= Banxico published today its 1Q19 Quarterly Report (QR)
Gabriel Casillas

= The release was accompanied by a press conference by Governor Chiet Economist and Head of Research
Alejandro Diaz de Leon gabriel.casillas@banorte.com

= In our view, the tone was similar to the latest communique, with a more Delia Paredes
hawkish bias in terms of the inflation outlook Executive Director of Economic Analysis

o o . delia paredes@banore.
= Considering this, we maintain our expectation of a 25bps reference rate el paredes@oanorte.cor

cut in Novemb_er. N_evertheles§, in case of a further d_eterioration in Juan Carlos Alderete, CFA
growth, better inflation dynamics or lower local uncertainty, we do not Senior Economist, Mexico
discard that a cut could materialize earlier juan.alderete.macal@banorte.com
= We highlight that Banxico modified both its growth and inflation Francisco Flores
estimates. Specifically: Economist, Mexico

(1) Growth for 2019 was revised down from a range between 1.1-2.1% francisco.flores.serrano@banorte.com

to 0.8-1.8%, while the forecast for 2020 stood at 1.7-2.7%

(2) Headline inflation for 2Q19 remained at 4.3% yoy, while the rest
of the trajectory for this year and 2020, including the core Fixed income and FX Strategy
component, was revised upwards between 10 to 30bps

Alejandro Padilla
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= Among the most relevant themes in the “grey boxes” Banxico included Head Strategist — Fixed-Income and FX

the impact on Mexico from the US-China trade war, the impact of wage alejandro.padilla@banorte.com
revisions on inflation, and the main factors that hinder local economic
growth, among others Santiago Leal Singer
Fixed-Income and FX Strategist
= Today’s QR suggested that board members continue discussing a santiago.leal@banorte.com

complex trilemma .
Leslie Orozco

Fixed Income and FX Strategist

We consider that the Quarterly Inflation shows a relatively hawkish tone, in leslie.0r0200 velez@banorte.com

line with the latest policy statement. Banxico published today its Quarterly
Report (QR) for 1Q19. The release was accompanied by a press conference led
by Governor Alejandro Diaz de Ledn. In our opinion, the tone of the QR was
slightly hawkish, very similar with what we perceived in the monetary policy
statement of the May 16™ meeting. Although we consider that the tone regarding
growth has been more dovish, concerns on inflation have more than
compensated for this sentiment.

Downward adjustment in 2019 GDP forecasts for the fourth consecutive
time. The forecast range for GDP this year was downgraded from 1.1-2.1% yoy
to 0.8-1.8% (see table below). As a result, the mid-point was cut by 30pbs and
from 1.6% to 1.3%, slightly below our forecast of 1.5%. For next year, the
forecast range was left unchanged at 1.7-2.7%. In the press conference,
Governor Diaz de Leon highlighted two main factors behind the reduction: (1)
That 1Q19 GDP at 1.2% yoy (-0.2% g/q) was weaker than originally estimated
by the central bank, affected in part by transitory shocks; and (2) the relative
weakness in industrial production, as portrayed by the 0.6% q/q decline in

1Q19, its second consecutive quarter in contraction. DobclEJme”‘ for distribution among
public
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Considering this, the downgrade is consistent with the more dovish tone about
growth that we had already perceived in the latest communique.

On a more positive note, it is worth mentioning that the central bank expects
that the economy will return to positive growth in coming quarters due to both
internal and external demand, which is also consistent with our forecast path for
GDP during the rest of the year. However, the latter could decelerate further
given the dynamics of the global economy and the US, in particular. It is our
take that this comment is primarily driven by the risks stemming from the recent
escalation in trade tensions between the US and China.

In this respect, the “grey box” analyzing the impact of US tariffs to China on
Mexico’s market share in US imports concludes that recent gains have been
driven by several factors. Among them, tariffs have indeed supported Mexican
exports of certain goods but they do not explain the full gains in market share,
with the accumulated depreciation of the real exchange rate also behind them.
The central bank’s study affirms that some sectors could benefit from this
dispute, particularly if the USMCA is ratified and regional integration deepens.
Nevertheless, the net effect is uncertain and could well be negative as trade
tensions could generate financial volatility and increase doubts over the
maintenance of global supply chains, impacting the productivity and
competitiveness of Mexico’s export sector.

Banxico’s Forecast
Previous Quarterly Report (4Q18)

Banxico’s Forecast
Current Report (1Q19)
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2019 2020 2019 2020
GDP (%) 08-1.8 1.7-27 GDP (%) 1.1-21 1.7-27
Employment B ) Employment i )
(thousands) 530-630 650 - 750 (thousands) 620 - 720 650 - 750
Trade Balance -13.5 137 Trade Balance -11.8 -14.0
(bn) (1.0% of GDP) (1.0% of GDP) (bn) (0.9% of GDP) (1.0% of GDP)
Current account -24.3 -25.6 Current account -25.2 -28.0
(bn) (1.9% of GDP) (2.0% of GDP) (bn) (2.0% of GDP) (2.0% of GDP)
Source: Banxico Source: Banxico
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Upward revisions in CPI forecasts. Although the estimate for headline
inflation in 2Q19 was unchanged at 4.3% yoy, the rest of the trajectory was
revised upward by 10-30bps, with the highest revision in 4Q19 and 1Q20. With
this, and based on quarterly averages, convergence to the 3% target was delayed
from 3Q to 4Q20.
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Moreover, revisions in the core component for the next four quarters were
updated by +20bps in each case, with more mixed upward adjustments starting
on 2Q20.

Banxico mentioned that changes in the forecasts for the headline are explained
by revisions in the core component —quoting recent dynamics in processed foods
and several services— on top of the expectation of higher energy prices going
forward. Regarding upside risks, they reiterated those described in the last
policy statement, highlighting the possible impact of recent wage increases
which have already surpassed productivity gains in some sectors, contributing to
elevated core inflation. In this context, Banxico used one of its “grey boxes” to
analyze these dynamics. The analysis consisted on the correlation between
services within CPI with unit labor costs in this sector, concluding that it is
positive. In addition, when restricting the sample to 1Q19, the monetary
authority found the correlation to be positive and statistically-significant. This
leads the central bank to conclude that services’ prices have been influenced by
a great extent by recent wage dynamics, as well as by accumulated pressures in
energy prices during the last few years.

In our opinion, adjustments to the inflation forecast, as well as outlined risks,
are consistent with the tone of a more prudent stance by the monetary authority
that we perceived in the last monetary policy statement. Although now the
year-end forecast from the central bank stands above ours, according to the
central bank the revisions affected short-term estimates the most, leaving
estimates for 2Q and 3Q largely in line with ours. Taking into account our year-
end forecast of 3.5% and our expected inflation path, we consider that the
magnitude of the adjustments is not enough to close the door on possible rate
cuts during the year.

CPI forecasts
% yoy, quarterly average
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The importance of governance factors for economic growth. In our view,
one of the most interesting ‘grey boxes’ analyzed answers of both economic
analysts and companies about the three most important factors that, in their
opinion, could weigh on GDP growth during the next six months. These are
separated in five categories, including: (1) Governance; (2) inflation and
monetary policy; (3) domestic economic conditions; (4) external conditions; and
(5) public finance. As of March 2019, both groups coincided that the top factor
is related to governance (which includes insecurity, political uncertainty,
corruption and impunity, and rule of law, among others). In particular, this was
the top-answer for 28.6% of companies and 40.5% of analysts.

Within this, both also said that the most important is public security, followed
by domestic political uncertainty. Moreover and on a longer-term basis, this
category has been gaining relative weight. In second place, and in a different
tone between groups, analysts placed domestic economic conditions (mostly
related to the decline in the oil production platform) while companies pointed to
higher prices in commodities and cost of goods sold within “inflation and
monetary policy”. In this respect, the central bank argued that strengthening the
enforcement of the rule of law, advancing in terms of legal certainty and
contract compliance, and combating corruption, impunity and insecurity, would
help in the development of a more certain and trustworthy environment for
economic growth that will benefit the overall population.

We maintain our expectation that Banxico will cut the reference rate by
25bps in November 14™. In our view, the tone of the document and the press
conference, along forecast updates, did not deviate much from the information
already published in the latest communications of the central bank. In this sense,
the QR is consistent with a more dovish outlook in terms of growth but a
prudent stance given the risks to the outlook for inflation, with a special focus
on dynamics at the core component. Considering the information provided
today, we maintain our expectation of a 25bps reference rate cut in November
14" Moreover, we also think that a cut could materialize earlier than we
currently expect. Specific conditions that would increase the probability of the
latter scenario include: (1) A further deterioration of economic activity; (2)
better inflation dynamics than those currently estimated by the central bank, a
situation we believe could materialize by 4Q19;, and/or (3) a reduction in local
uncertainty, particularly regarding the financial situation of Pemex including its
potential effect on both its own and the sovereign credit rating.

o

BANORTE



From our fixed income and FX strategy team

Today’s QR suggested that board members continue discussing a complex
trilemma. Market participants are aware of the difficult conundrum faced by
the central bank. First, the economy is showing clear signs of deceleration, with
significant headwinds coming from the external backdrop (i.e. global economic
downturn), combined with some short-lived local shocks (more details in “1Q19
GDP revised down to 1.2% yoy, dragged by industry and services”, <pdf>,
published on May 24", 2019). As a result, the balance of risks for the Mexican
economy remains tilted to the downside, portraying a relevant dovish argument.
Second, inflation has been recently affected by negative externalities, steering
inflation expectations higher inside analysts’ surveys and market-traded
breakevens. Mid- and long-term inflation expectations are approximately 60bps
above the central bank’s target of 3%, while inflation breakevens are trading
nearly 18bps higher than the levels observed last quarter with longer tenors even
locating above 4%. It is important to bear in mind that in its recent policy
communiqué, Banxico included the strong likelihood of higher costs pressures
in the economy in the near term. Overall, Banxico’s assessment on inflation is
biased towards the hawkish spectrum. The third part of this complex situation is
coming from the risk premium embedded in local assets, mainly the Mexican
peso. The currency is depicting a defensive performance this year benefited by
an attractive carry. Short-term ex ante real rate is showing a 440bps spread
against the U.S. real rate, which Banxico has to strategically manage in the next
quarters and years.

Taking into account these three factors Banxico is likely to have a prudent
approaching towards an easing cycle. Local rates are trading with pressures of
2bps on average mainly concentrated in short- and mid-term securities while
U.S. Treasuries extend the recent rally (-3pbs). However the recent flattening of
the yield curve is consistent with this cautious stance. In terms of the market’s
pricing, expectations about Banxico’s future policy path have recently adjusted,
discounting only -30bps of rate cuts this year vs. -49bps observed only a month
ago. Although we acknowledge that the Mexican yield curve could benefit from
the dovish inertia from several central banks combined with an attractive carry,
we hold a cautious stance for long directional trade ideas. We continue
observing a more attractive relative valuation in Mbonos Nov’36 and Nov’38,
nevertheless we suggest waiting for better market conditions and entry levels for
new long positions.

Regarding the FX market, the Mexican peso reacted with a slightly positive tone
to Banxico’s Quarterly Report, trading close to 19.15 per dollar, equivalent to a
0.25% appreciation with respect to yesterday’s close. The currency’s
performance throughout the last sessions has remained under a narrow range,
defined by USD/MXN 18.90 in its strongest point and 19.20 as the main
support. This has taken place despite a USD which remains sustained by weaker
risk appetite conditions on the back of prevailing geopolitical tensions, coupling
to a monetary and economic position which is more favorable to the U.S.
relative to other developed regions.
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In this sense, we have argued that the main support for the MXN is still its
implied carry, which is high when considering other comparable EMs. In our
opinion, and taking into account the central bank’s view offered today, this
anchoring element will remain as a relevant factor for the following months. In
terms of strategy, we still see a defensive peso in the short-term, reason why we
suggest waiting for more attractive levels below 19.00 for directional
recommendations on USD longs, reaffirming our view about a more challenging
2H19. For greater detail in our FX views please consult: “Fixed-Income, FX,
and Commodities - 2Q19 Outlook”, <pdf>, published on April 10", 2019.

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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Analyst Certification.

We, Gabriel Casillas Olvera, Delia Maria Paredes Mier, Alejandro Padilla Santana, Manuel Jiménez Zaldivar, Tania Abdul Massih Jacobo, Katia Celina
Goya Ostos, Juan Carlos Alderete Macal, Victor Hugo Cortes Castro, Marissa Garza Ostos, Miguel Alejandro Calvo Dominguez, Hugo Armando Gémez
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document are a faithful reflection of our personal opinion on the company (s) or firm (s) within this report, along with its affiliates and/or securities
issued. Moreover, we also state that we have not received, nor receive, or will receive compensation other than that of Grupo Financiero Banorte S.A.B.
of C.V for the provision of our services.

Relevant statements.

In accordance with current laws and internal procedures manuals, analysts are allowed to hold long or short positions in shares or securities issued by
companies that are listed on the Mexican Stock Exchange and may be the subject of this report; nonetheless, equity analysts have to 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 date of the report in question, and up to 10
calendar days after its distribution date.

Compensation of Analysts.

Analysts’ compensation is based on activities and services that are aimed at benefiting the investment clients of Casa de Bolsa Banorte and its subsidiaries. Such
compensation is determined based on the general profitability of the Brokerage House and the Financial Group and on the individual performance of each analyst.
However, investors should note that analysts do not receive direct payment or compensation for any specific transaction in investment banking or in other business
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Last-twelve-month activities of the business areas.

Grupo Financiero Banorte S.A.B. de C.V., through its business areas, provides services that include, among others, those corresponding to investment banking
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those mentioned to the companies or firms that are the subject of this report. Casa de Bolsa Banorte or its affiliates receive compensation from such corporations
in consideration of the aforementioned services.

Over the course of the last twelve months, Grupo Financiero Banorte S.A.B. C.V., has not obtained compensation for services rendered by the investment bank or
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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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consider whether any of the values mentioned in this report are in line with their investment goals, risk and financial position.

Determination of Target Prices
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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
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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
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