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Banxico will likely downgrade GDP forecasts in the 4Q18 Quarterly

Report
) ) o Juan Carlos Alderete, CFA
= Banxico’s Quarterly Report (4Q18). Banco de Mexico will publish its Senior Economist, Mexico
Quarterly Report (QR) for 4Q18 on Wednesday around 1:30pm (ET). In our Juanalderete.macal@banorte.com
view, market participants will focus on the likely downgrade in the central Francisco Flores
bank’s GDP growth forecast range, particularly for 2019, in which we Economist, Mexico

expect the mid-point to decrease 30bps from 2.2% to 1.9%. Moreover, we francisco flores semano@banorte.com

believe estimates of headline inflation in 1H19 could be revised slightly

lower after recent downward surprises, but not at the core level. We expect

Banxico to reiterate the less hawkish bias that we perceived in the latest

communiqué and minutes due to growth concerns, albeit maintaining its

prudent stance given upside risks for inflation. We maintain our expectation

of an unchanged reference rate at 8.25% this year, with a higher probability Document for distribution among the
of arate cut in 2020 general public

Mexico weekly calendar

DATE HOUR (EST)  EVENT PERIOD UNIT BANORTE  CONSENSUS  PREVIOUS
Mon 25-Feb 9:00am GDP 2018 % yoy 2.0 - 2.0
Mon 25-Feb 9:00am GDP 4Q18 % yoy 17 1.7 18
(sa) % qlq 0.2 0.3 0.3
Primary activities % yoy 2.8 - 2.8
Industrial production % yoy -0.9 0.7
Services % yoy 2.8 - 29
Mon 25-Feb 9:00am Global economic indicator December % yoy 0.2 04 1.8
(sa) % m/m -0.9 04
Primary activities % yoy 4.0 5.1
Industrial production % yoy -2.5 -1.3
Services % yoy 14 3.0
Mon 25-Feb 10:00am Current account 4Q18 US$ bn -4.4 - 5.1
Tue 26-Feb 9:00am Retail sales December % yoy 2.5 2.7 34
sa % m/m -1.3 - 0.4
Tue 26-Feb 10:00am International reserves Feb-23 US$ bn - - 175.5
Tue 26-Feb 12:30pm Government weekly auction: 1-, 3-, 6-, 12-month CETES; 20y Mbono (Nov'38); 30y Udibonos (Nov'46); 5y Bondes D
Wed 27-Feb 9:00am Unemployment rate January % 3.67 3.70 3.35
sa % 3.62 3.70 3.57
Wed 27-Feb 9:00am Trade balance January US$ mn -3,491.3 -3,650.0 1,836.3
Total exports % yoy 51 43
Oil exports % yoy 139 -16.8
Non-oil exports % yoy 44 6.6
Total imports % yoy 1.8 0.8
Wed 27-Feb 1:30pm Banxico's quarterly inflation report 4Q18
Thu 28-Feb 10:00am Comercial banking credit January % yoy 5.6 49
Consumption % yoy 1.7 1.5
Housing % yoy 4.6 47
Firms 7.2 - 6.3
Fri 1-Mar 10:00am Family remmittances January US$ mn 24786 2,608.0 2,925.6
Fri 1-Mar 10:00am Banxico's survey of economic expectations February
Fri 1-Mar 1:00pm PMTI's survey (IMEF) February
Manufacturing index 5041 498
Non-manufacturing index 504 - 50.6
Fri 1-Mar 3:30pm Budget balance January MXN bn - - -547.6

Source: Banorte; Bloomberg
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Proceeding in chronological order...

We expect 2018 GDP to remain unchanged relative to the preliminary
print, at 2.0% yoy. This would be the end result in spite of our expectation that
December economic activity will be revised lower. In this respect, we estimate
GDP for 4Q18 at 1.7% yoy, 10bps lower than the preliminary print (chart below
on the left). This would also be consistent with a 0.2% yoy expansion in the last
month of the year using the GDP-proxy (Global Economic Activity Indicator,
IGAE), which will be released simultaneously (chart below, right). The bulk of
the change would be in industrial activity, as it has already been revised down to
a contraction of 2.5% yoy in December from around -1.8% implied in the
preliminary report. We also believe services will be weaker, with the sector
going from 1.5% to 1.4%, with most of the impact in transportation, closely
related to manufacturing. Considering this, secondary activities would have
ended the quarter with a 0.9% yoy contraction, below the -0.7% originally
published. On the other hand, services would end at 2.8% from 2.9% previously,
with the same performance expected for the quarter in primary activities.

Going forward, we believe weakness in economic activity at the end of last year
will continue at least in 1Q19. First, global growth has moderated, particularly
in manufacturing. Second, we expect a negative impact due to some recent
events, including delays in gasoline distribution in several states, railway
blockades in Michoacdn, and strikes in manufacturing companies in
Tamaulipas. For details, see: “A slightly lower growth rate in 2019 due to
certain transitory events”, <pdf>, February 15" 2019.

GDP Global Economic Activity Indicator
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The current account deficit in 4Q18 would moderate to US$4,435 million.
Next Monday, at 10:00am, Banxico will release its balance of payments report
for the fourth quarter of last year. We are forecasting a US$4.4bn deficit in the
current account. According to data already released, the trade balance during the
period amounted to -US$3,482 million, while net transfers picked up as a result
of 9.4% yoy increase in remittances. As a result, the current account in 2018
would be at a US$ 21.5bn deficit, 12.6% wider than the US$ 19.1bn deficit of
the previous year.


https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20190212_GDPchange.pdf

Retail sales will likely decelerate in December, along weaker economic
activity. We estimate a 2.5% yoy increase, below the 3.4% in November. In
seasonally-adjusted terms, we expect a 1.3% m/m contraction. With these
figures, retail sales in 4Q18 would fall 0.7% q/q after the +0.9% of the previous
quarter. In our view, several signs suggest a deceleration, including: (1)
Weakness in same-store sales according to ANTAD, falling 1.8% yoy in real
terms, weakest since April; (2) auto sales falling 10.8%; (3) the steep increase in
unemployment during the month, surging to a two-year high in seasonally
adjusted terms; and (4) the deceleration in both non-oil consumption goods
imports and the pace of real-wage gains.

On the contrary, consumer confidence surged to a new post-crisis high in
December, a situation we attribute in great part to optimism about the start of
the new administration. This was accompanied by announcements about higher
minimum wages and tax cuts at the Northern Border starting in 2019, which
could have impacted the behavior of beneficiaries on expectations of a higher
permanent income. Other positive factors include the resiliency in remittances
and the strengthening of the Mexican peso during the month. In this respect, we
continue believing consumption will maintain a strong performance in spite of
lower economic growth, but with the retail sector impacted at the start of 2019
by delays in fuel distribution, which could have reduced the incentive to go out.

Retail sales
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Weekly international reserves report. Last week, net international reserves
fell by US$10 million, closing at US$175.5 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$708 million during 2019 (please refer to the following table).

Banxico's foreign reserve accumulation detail

US$, million
2018 Feb 15, 2019 Feb 15, 2019 Year-to-date
Balance Flows
International reserves (B)-(C) 174,793 175,501 -10 708
(B) Gross international reserve 176,384 180,285 -157 3,901
Pemex - - -310 44
Federal government - - 138 3,470
Market operations - - 0 0
Other - - 15 387
(C) Short-term government's liabilities 1,592 4,784 -147 3,193

Source: Banco de México
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Weekly government bond auction. The Ministry of Finance (MoF) —via Banco
de Mexico as its financial agent, will offer 20-year fixed-rate Mbonos (Nov’38),
30-year Udibonos (Nov’46), 5-year Bondes D, in addition to the “traditional” 1-
, 3-, 6-, and 12-month zero-coupon Cetes (please refer to the following table).
As usual, results will be released at 12:30pm (ET).

Auction specifics (Tuesday, February 19, 2019)

Maturity Couponrate, %  To be auctioned! Previous yield?

Cetes

m 28-Mar-19 -- 5,000 7.85

3m 30-May-19 -- 5,000 8.10

6m 29-Auo-19 -- 10,500 8.19

12m 27-Feb-20 -- 13,000 8.42
Bondes D

5y 21-Dec-23 -- 5,500 0.14
Mbonos

20y 16-Nov-38 8.50 2,700 8.93
Udibonos

30y 08-Nov-46 4.00 UDIS 450 4.29

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

Trade balance expected to return to deficit. We expect a US$3,491.3 million
deficit in January, back to negative after the surprise surplus of US$ 1,836.3
million of the previous month, a historical high since the data is available
(1991). Several events could have influenced the oil balance, which we expect
with a US$ 2,137.4 million deficit. Exports are estimated at 13.9% yoy, driven
by a significant increase in volume. In particular, this would be due to a positive
substitution effect for Mexico’s heavy crude-oil after US sanctions on
Venezuela. Nevertheless, according to the Ministry of Energy imports also
surged after declining strongly in December. As a result, we anticipate a 23.2%
increase in this category. This occurred in a context in which the price of the
Mexican crude oil mix fell 11.2% yoy, dampening the effect of volume growth
when measured in cash.

Going to the non-oil balance, we expect a US$ 1,353.9 million deficit, which we
believe will be influenced by supply-chain disruptions. In autos this effect could
be limited, with official data showing total exports growing 4.9% yoy, highest
since September 2018. Moreover, the sector in the US remains relatively strong.
Non-auto exports could moderate because of these problems, estimated at 3.5%
yoy from 6% in December. We anticipate weakness in imports concentrated in
non-oil consumption and capital goods, falling 3.4% and 8.5%, respectively.
The latter would be explained to a great extent by the moderation in economic
activity at the end of last year and the weak outlook for private investment.

In conclusion, we estimate total exports and imports to grow 5.1% and 1.8%,
respectively. With these, the 12-month rolling trade balance deficit would
moderate to US$ 12,775.9 million from US$ 13,704.4 million in the previous
month, driven by the relative improvement in the non-oil balance on the back of
lower imports (see chart below on the right).
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The unemployment rate could tick-up again in January. We estimate the
unemployment rate at 3.67% nsa, significantly above the 3.35% of the previous
month. With seasonally-adjusted data, the unemployment rate had already
increased meaningfully in December, with our forecast consistent with an
additional marginal increase of 5bps to 3.62%.

In our opinion, this slight increase could reflect an impact on employment from
supply chains disruptions, having a transitory and negative effect in the month.
Nevertheless, the bulk of the increase would be driven by the deceleration in
annual employment growth since the middle of 2018, currently at 2.5% yoy and
the lowest since May 2014. This is relevant as employment in that period was
impacted by the tax reform that started that year. Additionally, the
unemployment rate could feel the impact of the moderation in economic activity
that has been observed since last month.

All in all, we reiterate our view that unemployment reached its cyclical low last
year, with a higher average level expected in 2019 both on greater local
uncertainty and a global deceleration in economic activity, particularly in the

manufacturing sector.
Unemployment rate
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Banxico will likely downgrade its growth outlook in the 4Q18 Quarterly
Report. Banco de Mexico will publish its Quarterly Report (QR) for 4Q18 on
Wednesday around 1:30pm (ET). The release will be accompanied by a press
conference led by Governor Diaz de Leon. We expect the report to reaffirm the
less hawkish bias that we perceived in the latest statement and minutes.
Moreover, we expect market participants to focus on:

(1) Likely downgrade in GDP forecasts. In our opinion, GDP forecasts are
likely to be revised lower, particularly for 2019. In its latest communiqué and
minutes, Banxico maintained that risks were skewed to the downside, stemming
from both external and domestic factors. In the former, they included trade
tensions between the US and China and its impact in terms of lower global
growth (which is already materializing in both countries), and the US shutdown,
among others. Locally, they recognized the deceleration in 4Q18, while one
member stated that it could extend to the first months of this year. We will be on
watch for further details about the magnitude of the impact of recent transitory
shocks, such as delays in fuel distribution and railway blockades. We have
forecasted that these will reduce GDP by a cumulative 33bps in 2019, with our
full-year estimate currently at 1.5% yoy. For details, see: “A slightly lower
growth rate in 2019 due to certain transitory events”, <pdf>.

In this context, consensus GDP estimates are already below those of the central
bank, a situation acknowledged in the minutes. In particular, the mid-point for
2019 GDP in Banxico’s 3Q18 QR is at 2.2%, 40bps higher than analysts at
1.8% according to January’s central bank survey (see table below). In our view,
the central bank could lower its forecast range for 2019 GDP by around 30bps,
with the mid-point going from 2.2% to 1.9%.

GDP growth forecasts
% yoy
2019 2020

Quarter  Banxico  Range Consensus*  Range Banxico Range Consensus*  Range
1Q18 27 22-32 24 16-3.0 - - 26 09-33
2Q18 27 22-32 23 16-3.0 - - 25 14-31
3Q18 23 18-28 2.1 16-28 - - 24 05-3.1
4Q18 22 1.7-27 1.9 15-3.0 25 20-3.0 22 05-3.0
Last - - 1.8 1.0-28 - 20 05-32

Note: *According to Banxico's survey median estimate at the mid-month of the quarter. For the central bank, the forecast in any given quarter
is established according to the QR's release date, not its name
Source: Banxico

(2) Marking lower short-term headline inflation, with core persistently high.
Recent inflation figures have surprised lower, resulting in a meaningful shift in
annual inflation from 4.83% in December to 3.89% in 1H-Feb, within the upper
end of Banxico’s target range. This was acknowledged by the central bank in
the minutes, attributed to the fall in the non-core component. We believe this is
relevant as headline inflation had stayed above the 3% +/- 1% limit since
January 2017, when the liberalization of gasoline prices began (see chart
below). Moreover, we think upside risks to inflation due to demand-side
pressures have decreased given the outlook for GDP, with the central bank
forecasting it below potential in the period of influence of monetary policy.

6
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Banxico has maintained a prudent stance as all members consider that the
resistance to the downside of core inflation is a source of concern while
expectations remain elevated. Additionally, even after recent positive surprises
in the non-core component, most agree that the evolution of headline inflation
has stayed in line with their estimates.

In this respect, annual inflation in January stood at 4.4% yoy, which is
Banxico’s current forecast for 1Q19. Nevertheless, it dipped to 3.89% in 1H-
Feb, which in our view could result in a downward revision in the short-term
forecasts, particularly the first half of the year. On the other hand, the possibility
of a cut estimates for core inflation looks more complicated, currently at an
average of 3.6% for the same period, even with one member stating in the
minutes that the paths for all components could be converging towards the
target faster than anticipated.

In conclusion, we believe the QR will reflect the less hawkish tone that we
perceived in recent communications. In the overall balance, Banxico’s Board is
more concerned about upside risks to inflation, justifying the need to remain
vigilant. The latter is driven by the high degree of uncertainty about the inflation
outlook and as the recent fall in inflation has been due to the decline in the non-
core component, while core inflation remains stubbornly high. Nevertheless,
lower growth prospects, both globally and domestically, will likely result in
higher slack in terms of the output gap. Considering 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.

Banking credit will show a 5.6% yoy increase in January. It is our take that
credit to the non-financial sector continued flowing in the first month of the
year. In particular, we estimate a 5.6% yoy expansion in real terms to this sector
as a result of a 1.7% increase in consumer credit, coupled with a 4.6% and 7.2%
expansion in mortgages and corporate credit, in the same order.
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Remittances to maintain their positive trend. We expect remittances in
January at US$ 2,478.6 million (+9.3% yoy), slower than the full-year 2018
advance of 10.5% but still quite healthy. It is worth mentioning that the first
month of the year is typically slow, which could be related to higher expenses in
the holiday period. Moreover, we believe that a slight deceleration could be felt
due to higher uncertainty due to the US shutdown. The Mexican peso
appreciated quite strongly during the month at 4.7%, which could also dampen
the recent dynamism.

Nevertheless anti-immigration rhetoric remained high, with the Border Wall at
the center of this issue and which in our view has stimulated the flow of
remittances. Additionally, employment of Mexican migrants with citizenship
rebounded to positive territory in their annual comparison after two months of
contraction, standing at +2.5%. On the other hand, migrants without citizenship
also grew but at a more modest pace of 2.0%.

In conclusion, we believe that remittances in 2019 could moderate their pace of
growth but will stay quite healthy, mainly as a result of an expected deceleration
in economic activity in the US that could have an impact on the rate of
employment creation for Mexican migrants.

Family remittances
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Banxico’s survey of economic expectations. As usual, market focus will center
on inflation forecasts. The median for 2019 stands at 3.80%, above our 3.5%
forecast. Moreover, the medium-term estimates remain above target, standing at
3.4%. In addition, estimates for the reference rate will also be published. Our
expectation is for Banxico to remain on hold at 8.25% for the remainder of
20109.

Moreover, forecasts for GDP will also be published. In the last survey,
economists expected growth in 2019 at 1.8%, above our 1.5% forecast. For
2020 it stands at 2.0%. Finally, regarding the exchange rate, we could see a
marginal revision, considering that the YE19 forecast stands at USD/MXN
20.20 (Banorte: 21.30).
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MoF’s public finance report (January). In this report, attention will center on
the public balance figures for the first month of 2019. It should be noted that
PSBRs at the end of 2018 stood at a 2.3% of GDP deficit, marginally better than
expected. In addition, attention will focus on the revenue and spending figures,
especially when compared to the 2019 Budget. Finally, we will also look into
public debt figures, which as of December stands at 44.8% of GDP (as
measured by the HBPSBRS).

PMI indices mixed but both in expansion in February. It is worth
considering that, after delays in fuel distribution and railway blockades at the
end of January and the first half of February, the “deliveries” component in the
previous month fell strongly in manufacturing but increased in the services sub-
index. In our view, these changes could reverse somewhat as blockades were
lifted in the by the end of the first half of the month. Moreover, “inventories” in
manufacturing may also have rebounded given the normalization of supply
chains since in recent weeks.

Considering the latter, we expect a slight rebound in the manufacturing PMI to
50.1pts, returning to expansion territory after three consecutive months in
contraction. In a positive note, auto production accelerated significantly in
January, a situation that could continue in February which could provide some
support to the headline. Nevertheless, this could be limited given that US
manufacturing showed mixed results but with a negative bias at the margin
according to the PMI and Philly Fed indices. Moreover, strikes in Matamoros,
Tamaulipas could limit the upside, although it worth noting that they ended in
the first days of the month and the share of national production of this city is
relatively low.

Going to the non-manufacturing index, we expect a slight deceleration to
50.4pts from 50.6pts. In our view, the main driver behind this would be the
increase in unemployment observed since December. Nevertheless, the sector
should remain in expansion territory as optimism about the outlook for the
Mexican economy remains high while inflation has recently surprised to the
downside, particularly in the non-core component. Last but not least,
expectations about higher incomes remain elevated even if the deployment of
new transfer programs by the federal administration has not formally began due
to administrative delays.

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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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
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of view expressed in this 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 Ixe 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 areas.

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 and corporate banking, to a large number of companies in Mexico and abroad. It may have provided, is providing or, in the future, will provide a
service such as 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 by any of its other business areas of the following companies or their subsidiaries, some of which could be analyzed within this report.

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
banking or any other of its business areas, by issuers or their subsidiaries, some of which could be analyzed in this report.

Securities holdings and other disclosures.

As of the end of last quarter, Grupo Financiero Banorte S.A.B. of C.V. has not held investments, directly or indirectly, in securities or derivative financial
instruments, whose underlying securities are the subject of recommendations, representing 1% or more of its investment portfolio of outstanding securities
or 1 % of the issuance or underlying of the securities issued.

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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