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= INEGI just published its inflation report for the first half of June
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= Dynamics during the period were helped by lower prices in fresh fruits ’ @

and vegetables for third print in a row, along with a reduction in Francisco Flores
energy. In this context, non-core inflation fell from 5.8% to 4.3% yoy Economist, Mexico
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= With these figures, annual headline inflation fell to 4.00% from 4.28%
at the end of May. Nevertheless, core-inflation increased to 3.87% from

3.77% previously N
) Fixed income and FX Strategy
= Local assets acknowledged the dovishness from the Federal Reserve

and improvement in CPI dynamics Alejandro Padilla
Hegd Strategi§t— Fixed-Income and FX
Consumer prices advanced 0.01% 2w/2w in 1H-Jun. This number was lower alejandro.padilla@banorte.com
than co_nsensus (0.04%) and our fprecast_ (0_.05%). Core inflation rose 0.16%, in Santiago Leal Singer
line with our forecast. The main deviation came from: (1) A lower than Fixed-Income and FX Strategist
expected contribution in LP gas (-6bps vs. our -2bps); (2) a smaller impact from santiago leal@banorte.com
low-grade gasoline (-2bps vs. our -1bp); and (3) lower pressures in other goods Leslie Orozco

(+1bp vs our +3bps), as shown in the table below: Fixed Income and FX Strategist
leslie.orozco.velez@banorte.com

1H-Jun inflation by components
% bi-weekly incidence

INEGI Banorte Difference
Total 0.01 0.05 -0.04
Core 0.12 0.12 0.01
Goods 0.04 0.06 -0.02
Processed foods 0.03 0.03 0.00
Other goods 0.01 0.03 -0.02
Services 0.08 0.06 0.02
Housing 0.02 0.02 0.00
Education 0.00 0.00 0.00
Other services 0.06 0.04 0.03
Non-core 0.12 -0.07 -0.04
Agriculture -0.05 -0.05 0.00
Fruits & vegetables -0.06 -0.06 0.00
Meat & eggs 0.02 0.02 0.00
Energy & government tariffs -0.07 -0.03 -0.04
Energy -0.08 -0.03 -0.04
Government tariffs 0.00 0.00 0.00

Source: INEGI, Banorte.

Note: Contributions might not add due to the number of decimals allowed in the table. Document for distribution among

public
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Period dynamics were helped by the fall in fruits and vegetables along
energy. The former declined 1.4% 2w/2w, subtracting 6.2bps to the headline.
For the whole category of agricultural goods, the contribution was -4.5bps. By
product, those with the highest declines included onions (-11.1%), tomatoes
(-4.3%), eggs (-1.8%) and lemon (-11.7%). On the contrary, the most pressured
included chicken (+2.0%), squash (+34.0%) and avocadoes (+4.0%), among
others. We highlight two things: (1) Tomatoes declined even in a context in
which a tariff of 17.5% on this product by the US remains in place; and (2) pork
prices advanced 0.8%, with the tenth highest incidence in the period, which is
relevant in the context of a market impacted by swine flu in China. Energy
subtracted 7.5bps. Specifically, LP gas declined 2.8%, contributing with
-5.7bps, while low-grade gasoline fell 0.4% despite the reduction in the Federal
Government’s fiscal subsidy since mid-May. In our view, the relative strength
of the MXN and lower international prices more than compensated for the latter.

Core inflation contributed 12.5bps, higher than expected by the market. Part of
this advance is due to other services, which added 6.5bps. Among the categories
in this group we noted the start of the seasonal adjustment in airfares (+16.2%)
and tourism services (+2.8%). We also highlight that housing contributed with
less than 2bps for a second print in a row, category that had been relatively
pressured recently and a positive signal going forward.

Annual inflation stands at 4.00% from 4.28% at the end of May. In bi-
weekly terms, this is the lowest figure since the second-half of March when it
reached the same level, coinciding with the upper bound of Banxico’s
variability range around the 3% target. Although this is positive, the reduction is
mainly due to non-core inflation, which went from 5.8% at the end of May to
4.3%, a new low since the strong upward adjustment in gasoline prices at the
start of 2017. In this context, core inflation picked up one-tenth to 3.9%, second
highest so far this year. Although some of this increase, particularly since last
April, is due to methodological changes in 2018 (base-year change), we believe
that the central bank will remain cautious as core inflation is still presenting
some resistance to the downside. We will remain focused on: (1) Dynamics in
agro, as they have kept falling but historically have been very volatile and with a
tendency towards mean reversion; (2) the additional effect that could be in store
in pork due to swine flu in China, as observed today; (3) energy prices,
particularly low-grade gasoline, given recent tensions in the Strait of Hormuz
and between US and Iran; and (4) potential pressures at a more structural level
at the core, which seem to be materializing in some categories, although also
taking into account the recent moderation in activity.

We expect Banxico to maintain a prudent stance. On Thursday, Banxico’s
fourth monetary policy decision will take place. We anticipate the central bank
to keep the interest rate unchanged at 8.25%. In terms of the tone of the
communique, we believe that it will remain relatively hawkish, broadly in line
with the latest Quarterly Report and minutes. In particular, we expect the
institution to remain cautious about the resistance to the downside of core
inflation, as observed today, in spite of signs of a significant moderation in
economic activity.
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Moreover, the central bank is likely to reaffirm its prudent stance on uncertainty
about financial stability risks after recent actions by credit rating agencies and
trade tensions, even with the Fed showing a more dovish bias. Nevertheless and
given our expectation that some of these risks will diminish gradually, among
other factors, we maintain our call that Banxico will have room to cut the
reference rate by 25bps in its November 14" meeting. For additional details,
see: “Mexico: Ahead of the Curve — Banxico to remain on hold, maintaining a
prudent stance”, <pdf>, published last Friday.

From our fixed income and FX strategy team

Local assets acknowledged the dovishness from the Federal Reserve and
improvement in CPIl dynamics. The local market is opening today’s session
with 3bps gains, extending last week’s 4bps rally in Mbonos, reacting to a better
than expected fortnightly CPI report in combination with a weaker proxy GDP
(IGAE) and a stronger demand for fixed-income assets worldwide. Although
annual inflation is locating 100bps above Banxico’s target (just in the upper
limit of the confidence interval) with a mild downward trend so far this year,
investors are acknowledging a less resilient core component and several risks in
the global and local landscapes that could result in additional cost pressures in
the economy. Some of these concerns could be stressed out by the central banks
at its monetary policy committee this Thursday June 27", most likely depicting
a prudent rhetoric despite the strong dovishness from the Federal Reserve last
week. Overall, this scenario explains the current valuation of the yield curve,
with only -36bps of implied rate cuts priced-in until 2019-end but nearly -
125bps by the end of 2020. In terms of strategy, we are favoring liquidity,
especially with the attractive short-term rates in Mexico (in comparison with the
rest of EM) and waiting for better valuations, after the profit taking in the
tactical long strategies in Mbonos Nov’36 and Nov’38 on June 14"

In the FX market, the Mexican peso registered a slightly negative reaction to the
combination of local inflation and economic activity gauges released (IGAE)
this morning, coupling to a USD rebound against a number of currencies after
the sharp pressures registered last week. Following a rather flat session opening,
the peso went from 19.13 per dollar to 19.18 (-0.2%). We believe that the
USD/MXN short-term outlook could hold relatively favorable. Although we
hold a view on low premiums and valuations becoming more expensive when
extending the appreciation below 19.00, the dovish scenario just joined by the
Fed is a relevant support, more so when considering the strong implied MXN
carry given Banxico’s rate which remains high, primarily when compared with
other EM regions. Meanwhile, as latest CPI readings become more favorable,
MXN “fair value” should also reflect some improvement derived from the
competitive adjustments. However, we hold a vision around limited appreciation
space when trading below 19.00. Under this logic, we believe MXN could
observe interesting spaces for USD directional longs, were we see as especially
attractive the 18.80 region.

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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https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20190621_Ahead_of_the_Curve.pdf
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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
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Compensation of Analysts.
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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
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Activities of the business areas during the next three months.

Casa de Bolsa Banorte, Grupo Financiero Banorte or its subsidiaries expect to receive or intend to obtain revenue from the services provided by investment
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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.

Even though this document offers a general criterion of investment, we urge readers to seek advice from their own Consultants or Financial Advisors, in
order to 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

For the calculation of estimated target prices for securities, analysts use a combination of methodologies generally accepted among financial analysts,
including, but not limited to, multiples analysis, discounted cash flows, sum-of-the-parts or any other method that could be applicable in each specific case
according to the current regulation. No guarantee can be given that the target prices calculated for the securities will be achieved by the analysts of Grupo
Financiero Banorte S.A.B. C.V, since this depends on a large number of various endogenous and exogenous factors that affect the performance of the
issuing company, the environment in which it performs, along with the influence of trends of the stock market, in which it is listed. Moreover, the investor
must consider that the price of the securities or instruments can fluctuate against their interest and cause the partial and even total loss of the invested
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 part without prior written authorization from Grupo Financiero Banorte S.A.B. of C.V.
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