Banxico minutes - High for long

= Banxico published the minutes of the meeting held on February 7% in
which the Board decided to keep the reference rate at 8.25%

= |In our opinion, the tone of the minutes is consistent with our take of a
less hawkish bias in the last statement, particularly because of a more
challenging backdrop for both global and local growth

= However, the central bank keeps emphasizing the need for maintaining
a prudent stance, especially considering high uncertainty in the outlook
for inflation, with risks still skewed to the upside

= Considering these, we maintain our forecast that the central bank will
leave the reference rate unchanged at 8.25% during the rest of the year

= Further ahead, we see a higher probability of a rate cut in 2020

= Local markets sensed the dovish essence in Banxico’s minutes

In our opinion, the tone of the minutes is consistent with a less hawkish
bias, in line with the last statement. Banxico published the minutes of the
meeting held on February 7", in which the Board decided unanimously to keep
the reference rate at 8.25%. Recall that this was the first meeting with the votes
of the two recently appointed Deputy Governors, Jonathan Heath and Gerardo
Esquivel, who we believe are more focused on growth issues, which were
reflected in some comments throughout the document. In particular, the central
bank provided additional details about the factors behind the deceleration in
global and local growth, with risks clearly skewed to the downside.
Nevertheless, it is our take that the central bank maintains a prudent stance
because of high uncertainty about inflation, with risks still tilted to the upside.

A challenging backdrop for global and local growth. In line with our
expectations, there was a lengthy discussion about the outlook for economic
activity. Globally, the majority stated that: “...it is significantly biased to the
downside and one pointed out that it has deteriorated...”. Among the factors
highlighted, they mentioned: (1) An escalation in trade tensions; (2) lower than
expected growth of the Chinese economy; and (3) political, geopolitical, and
idiosyncratic factors. As a result, GDP forecasts for this year and 2020 have
been revised lower. Additionally, one member stated that the probability of a
US recession in the next twelve months has increased, while others added that
some financial variables suggest this possibility. Domestically, the Board
acknowledged that economic activity in 4Q18 decelerated strongly, with some
comments regarding the possibility of extending to the first months of the year.
Nevertheless, the conclusion was that it is still too soon to tell as there is not
enough information available yet. In addition, they showed some concern over
the possible adverse impact that the delay in fuel distribution, railway
blockades, and strikes in Tamaulipas, among others, could have in activity. In
this context, the majority highlighted the downward revisions in GDP forecasts
for 2019, with one member adding that ““...a negative growth rate for the first
quarter of 2019 would not be surprising...”, while other reminded that “...the
most worrying concern is the deteriorating prospects for growth...”.
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Among the main risk factors, they included: (1) Obstacles in the USMCA
ratification process; (2) greater domestic uncertainty and less confidence in the
outlook for the Mexican economy; and (3) delays in the execution of public
spending. Regarding mid- and long-term risks, the majority of members
highlighted: “...Pemex’s financial fragility and outlook, and, in particular, an
additional downgrade to its credit rating as it could have an impact on the
federal government’s financial cost and, in general, on the country’s conditions
for accessing external financing...”. In conclusion, all members said that the
balance of risks for growth remains to the downside, with some considering that
it worsened further.

Despite the improvement in headline inflation, the Board remains cautious.
The Board noted that, from November to January, headline inflation decreased
from 4.72% yoy to 4.37%, mainly due to the reduction in non-core inflation.
Nonetheless, one member warned that the decrease in January was influenced
by one-off adjustments such as the VAT reduction in the Northern Border.
Additionally, all members still agree that core inflation has stubbornly remained
around 3.6% during the last ten months. This is a source of concern considering
that core inflation is a more adequate indicator to gauge fundamental price
pressures and the one that should respond more forcefully to monetary policy
actions.

Another factor highlighted was the mixed performance of inflation expectations,
as those for headline improved, but those for core inflation did not. Moreover,
some members said that the persistence of core inflation has contaminated
expectations. Among the risks, the majority mentioned the possibility of
pressures in the peso exchange rate, while also including: (1) Renewed
pressures in energy and/or agricultural prices; (2) the possibility of an escalation
in protectionist measures; and (3) a deterioration of public finances. Some said
transitory shocks observed in the first months of 2019 were also an upside risk,
while everybody agreed that the magnitude of the minimum wage increase
could result in both direct- and indirect- effects on prices. In this respect, most
members: “...considered that the balance of risks with regards to the expected
path of inflation continues to be biased to the upside, in an environment of
marked uncertainty...”.

Hawks vs. Doves. Throughout the minutes we observed some comments with a
clear easing bias, while the bulk of opinions with a more restrictive tone were
located at the end of the document. On the dovish side, one that grabbed our
attention was related to the central bank’s stance going forward, arguing:
“...that the central bank should remain vigilant to the conditions prevailing in
Mexico’s economy so that a very restrictive monetary policy stance is not in
place for too long, in case the economy’s slack conditions continue to widen
significantly...”. By contrast, another said that: “...the central bank message
should not reflect an easing of monetary policy stance given the weakening of
economic activity, but rather convey the persistence of risks to inflation, thus
strengthening monetary policy’s credibility...”.
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We maintain our forecast that the Banxico will leave the reference rate
unchanged at 8.25% in 2019. In the overall balance, we believe that Banxico’s
board is more concerned about upside risks to inflation, justifying the need to
maintain a prudent stance. In particular, they remain vigilant because of the high
degree of uncertainty and consider that the recent fall in inflation has been
driven by the decline in the non-core component, while core inflation remains
stubbornly high. Nevertheless, we believe the minutes confirm our previous
assessment that the Board is less hawkish due to lower growth prospects, both
globally and domestically, which is likely to result in higher slack in terms of
the output gap. Considering all these factors, coupled with our outlook for
growth, inflation and global monetary policy, we maintain our view that the
central bank will remain on hold at 8.25% for the rest of the year. Further ahead,
we see a higher probability of a rate cut in 2020.

From our fixed income and FX strategy team

Local markets sensed the dovish essence in Banxico’s minutes. Banxico’s
minutes released this Thursday came dovish in essence, but holding a cautious
stance regarding its monetary policy management strategy, a situation broadly
expected by the market. As a result, the yield curve depicted few variations,
with a mild profit taking following a positive performance throughout this week.
Disaggregating the information within the minutes, on the one hand they
highlighted dovish comments regarding the current growth backdrop, supporting
the recent flattening of the yield curve (2- vs 10-year tenors) to 25bps, after
picking up from 14bps to 36bps in January. However, it is worth singling the
possible deterioration in longer-term securities due to the credit risk component.
In this sense, rate spreads against U.S. Treasuries have recently stabilized, a
reflection of investors acknowledging at these levels a consistent risk premium
with the current Mexican profile.

On the other hand, Banxico’s Board members took some neutral allusions in
respect to CPI dynamics, recognizing the headline inflation improvement vis-a-
vis the previous monetary policy communiqué, but granting a balance of risks
which is still upwardly biased, with the core component finding strong
resistance for a faster convergence to its objective during the last 10 months, a
factor that could affect inflation dynamics going forward, as well as mid- and
long-term expectations which are still away from the target. In this sense, 3- and
5-year inflation breakevens trade at 3.76%, below the 12-month median at
3.92% and 3.95%, respectively. Moreover, implied expectations in the 10- and
30-year readings locate at 4.05% and 4.19%, with a more limited premium with
respect to previous weeks. This suggests a still expensive relative value for
Udibonos vs Mbonos. Broadly speaking, this argues for greater stability in
interest rates on the back of the high spread against the U.S., which implies a
very attractive carry in Mexican tenors. Specifically, the short-term ex ante rate
spread is holding high at 442bps. However, this will be conditioned to the
drivers of the risk premium embed in Mexican interest rates.
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Considering these factors, we see appropriate waiting for better entry levels in
directional long positions in the belly of the Mbonos curve, after the profit
taking strategy in Mbonos Jun’22 and Dec’23 last week.

In the FX market, the reaction after the minutes’ release was modest with MXN
holding levels close to 19.24 per dollar, equivalent to a 0.2% sell-off in respect
to yesterday’s close. However, the currency has moved toward USD/MXN
19.30 recently. Within the document, we highlight the references regarding the
important adjustment recently seen in the real exchange rate, derived from the
crude-oil trade balance weakening and lower availability of foreign resources.
Expressed as a higher real exchange rate, it is also important to comment on the
competitiveness effects resulting from current inflation dynamics, and
specifically due to the core component persistence. According to our REER
model, the Mexican peso has as of today a fair value close to 18.98 per dollar.
On the back of current conditions, this situation suggests a short-term trading
range limited to a floor close to these levels. Consistent with the latter,
USD/MXN performance has found a strong resistance at the 18.88 region
(January’s lows) and difficulty breaking the 19.00 barrier. We do not rule out
price action again around these ranges, where we would evaluate re-opening
long USD recommendations, reaffirming our view of an expensive valuation at
these levels.

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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Relevant statements.
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issued by companies that are listed on the Mexican Stock Exchange and may be the subject of this report; nonetheless, equity analysts have to
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Last-twelve-month activities of the business areas.
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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.
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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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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
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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
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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
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