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Landslide: hope vs. experience

SUMMARY
¢ Globally, investments negative due to US rate increases, trade disputes, and problems in Europe.
¢ In Mexico, investments positive due to landslide and postelectoral reconciliation.
e Global risks: US trade wars and migration, Europe, geopolitics, monetary policy, cryptocurrencies.
e Local risks: uncertain transition, inconclusive NAFTA renegotiation.
¢ Investment scenarios 2018, with probabilities: positive (30%), negative (30%), middle (40%).
¢ Overweight ILS 1-3 year duration, underweight stocks and REITSs.

“In a revolution, as in a novel, the most difficult part to write is the end” — Alexis de Tocqueville

Mexico: a week out of sync

Until June, Mexico had been out of sync, negatively, with the rest of the world, owing to election fears. In the first week of
July, owing to the surprising result, and the conciliatory post-election atmosphere, the reverse happened, with Mexican
risk investments positive (peso, stocks, REITS), and global investments negative (Figure 1).

Figure 1. Investments: performance 31dic2017- 6jul2018 (% pesos). Source: Bloomberg, Franklin Templeton
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POLITICS
GLOBAL
USA
Trade
President Trump’s protectionist policies continue to generate international tensions — most recently:
e Removal of exemptions from steel and aluminum duties on imports from EU, Canada and Mexico, with reprisals.
e Beginning of investigation on auto imports on grounds of national security, with implied tariff threat.
¢ Disagreements in G7 meeting in Canada.
¢ Announcement of US duties on Chinese imports.

North Korea

Tensions with North Korea have diminished. President Kim Jong Un has toned down his language and given signals of
denuclearization. After a second meeting with Chinese President Xi Jinping, he met, historically, with Trump. The
meeting was called a success and more details are awaited on North Korean denuclearization.

Europe

In Italy, new elections are possible which could lead to stronger anti-system parties and a euro referendum. In the UK,
the resignation of two proBrexit Ministers, increased the possibility of a soft Brexit, and the risk of a leadership crisis in
the Conservative party.

GLOBAL

NAFTA

The probability of completing NAFTA renegotiation before the new government takes office on December 1, 2018,
receded, owing to the removal of the exemption from steel and aluminum duties, and the threat of tariffs on Mexican
exports of cars and vans to the US.

MEXICO

Elections 2018

Presidency

On June 27, election polls closed (Figure 2).

Figure 2. Presidential polls average (June 2018). Source: Oraculus
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Elections for President and a record number of federal and local posts were held on Sunday July 1. According to official
preliminary results (the PREP of the National Electoral Institute - INE), which are subject to ratification on August 23,
Andrés Manuel Lépez Obrador (AMLO) won the presidential elections with a more than 30% lead over the second
placed candidate (Figure 3), a result even more overwhelming than that predicted by any poll.
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Figure 3. Official PREP presidential election results (8jul18). Source: INE
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Senate and Congress

For Senate and Congressional seats, the coalition of Morena, PT and PES won a majority (303 of 500 Congress and
70 of 128 Senate), followed by PAN, PRD and MC (148 Congress and 38 Senate) and third PRI, PVEM and NA (57
Congress and 20 Senate). With its majority in both houses, the next government will be able to change or pass federal
laws, but will need allies to make changes in the constitution. Of the 27 state Congresses where elections were held,
Morena is ahead in 12, which implies it will need allies to make constitutional changes.

State governors

In 9 governors’ elections, Morena (Morena-PT-PES) won 5 (Chiapas, CDMX, Veracruz, Morelos y Tabasco), PAN 3
(Puebla, Guanajuato y Yucatan) and Movimiento Ciudadano 1 (Jalisco). This implies that PRI and PAN hold a majority
of state governors (Figures 4y 5).

Figure 4. State election results (8jul18). Source: INE Figure 5. State governors by party (jun2018). Source: INE.
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Reaction to elections

On election night, Ricardo Anaya and Jose Antonio Meade conceded to AMLO before 2100, unusually early. That same
night in two speeches, in the Hilton hotel and the Zocalo, Mexico City’s main square, AMLO adopted a conciliatory,
moderate and respectful tone, reading, unusually, from a prepared speech. He pronounced respect for the autonomy of
the central bank (Banco de Mexico) promised fiscal discipline without increasing taxes in real terms, and expressed his
respect for the role played by President Pefia Nieto in the electoral process. He emphasized especially his concern for
the poor and the need to eradicate corruption.

On July 2, Carlos Urzta, named by AMLO as probable Treasury Secretary in his administration, held a conference call
with investors. He repeated central bank autonomy and spoke of the necessity of increasing investment from current
levels of 22% of GDP to 28%, between 5% from government and 23% from the private sector (compared to current
levels of 3 and 19% respectively). He emphasized the role of foreign investment.

There was a meeting between Pefia Nieto and AMLO to smooth the process of transition until the inauguration of the
next president on December 1.  In the same tone there was a meeting with businessmen and a video was published
on social media, where private sector thought leaders publicly announced that the electoral process strengthened
Mexican demaocracy, and supported the next government.
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Electoral considerations

There is a historical logic in Morena’s victory. After 70 continuous years of PRI power until 2000, the PAN had the
opportunity to govern for 12 years until 2012, and the PRI regained power through Enrique Pefia Nieto from 2012 to
2018. Morena, a party founded as recently as 2014 by AMLO, who has been campaigning since 2000, channeled
popular indignation against corruption, violence, poverty and inequality. This weighed more than tangible progress over
the last 30 years, measured by social, economic and educational indicators. Morena won, by a landslide, Presidency,
Senate and Congress, 5 governorships and an unexpected number of state congresses.

There is general approval of the electoral process, with the view that it represents a maturing of the electoral system.
There has also been surprise at the immediate support of the elected president and party expressed by sectors which
were opposed to them during the electoral process, particularly the private sector and the punditocracy.

On the one hand, the landslide is positive because it provides an historic opportunity to Morena, a nhew party, to change
Mexico in its “Fourth Transformation”, after Independence (1810), Reform (1857), and Revolution (1910). If everything
turns out well, it will be good for the government and country, and this is the message which has been expressed by
different sectors about the elections. Owing to the overwhelming election results, the conciliatory tone of the opposition,
and the origin of many of the members of Morena (including AMLO), many have compared the new party to the PRI in
its heyday, when it had absolute power.

On the other hand, some have not lost sight of the main arguments against the electoral ambitions of AMLO and Morena.
Taking account of AMLO’s previous experience as mayor of Mexico City 2000-2005 and his campaign promises, there
is concern about various issues, including mainly:

o Leadership: the democratic, measured tone shown by AMLO during his campaign and after his election is
different from the authoritarian and unpredictable style shown in previous years.

¢ Morena: the new party, in order to win the elections, has had to forge alliances with many people who are either
unknown or have questionable backgrounds.

¢ Macroeconomics: campaign themes like redistribution to eliminate poverty and inequality, food self-sufficiency,
price controls, and increased public Investment seem like a return to the state controlled protectionist economies
of the immediate post-war period.

¢ Microeconomics: campaign proposals seem to imply the elimination, or delay of modernizing structural reforms
and projects of the Pefia Nieto administration.

e “Fourth transformation”: the meaning of this phrases was not specified in the campaign, but it can be assumed
that it refers to the eradication of corruption and violence through the establishment of a Rule of Law. But there
is no indication of how this might be achieved.

There is a cautious consensus about the historic opportunity for AMLO and Morena. During these early days, many give
him the benefit of the doubt, a combination of hope and encouragement he will do the right things. Meanwhile it is
undeniable that given his past career and campaign promises, there is uncertainty about his real position on many
matters. To the extent that uncertainty diminishes, market volatility can be reduced.
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ECONOMICS
GLOBAL

Global growth is expected to increase in 2018, and to stagnate in 2019, with a slowdown in developed markets offset
by higher growth in emerging markets (Figure 6).

Figure 6. Developed and emerging markets: estimated growth 2017- 2019 (jul2018) Source: Bloomberg

Developed markets Emerging markets
Growth(%) Growth(%)
2019E 2018E 2018E 2017 E
World 3.70 3.70 3.60 World 3.70 3.70 3.60
Developed 2.44 2.36 Emerging 5.10 5.01 4.57
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Germany 2.50 Indonesia’ 5.30 5.10
France 2.10 1.90 Turquia 6.80
USA
Fed rates

The Fed decided to raise its reference rate by 0.25% to the 1.75-2% range. With the expectation of slightly higher growth

due to the tax stimulus in 2018, the Fed forecasts 4 hikes 2018 instead of 3. However, it has not changed its forecast of
a 3.4% rate for end-2020 (Figure 7).

Figure 7. US inflation and rates (% - 2013-2018). Source: Bloomberg
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MEXICO
Inflation

In June annual consumer inflation grew slightly from 4.51% to 4.65%. However producer inflation rose strongly to 6.95%
from 5.41%, its biggest rise since 2005, due to the exchange rate and gasoline prices (Figure 8).

Figure 8. Annual inflation. June 2018. Source: INEGI.
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RISKS AND SCENARIOS FOR 2018

Taking account of foreseeable risks, we present three investment scenarios for the second half of 2018, where the
objective is Mexican economic growth. In the positive scenarios, all risks turn out positive for Mexican growth, in the
negative scenarios, negative, and in the middle scenario, there is a mix, (type, intensity and duration).

RISKS

Global

USA failure of progrowth initiatives, trade wars

North America: NAFTA renegotiation.

Geopolitics: Europe, Middle East, Russia, China, North Korea

Global slowdown, monetary policy

Bitcoin
exico

Transition 2018

Security

Corruption

Oil price

Debt increase: debt rating

.....Z.....

SCENARIOS
Positive (30%)
USA: tax reduction, deregulation, infrastructure Investment, no trade wars.
NAFTA renegotiation: “win-win”.
Europe, China, Russia, Korea, Middle East: risks do not materialize.
Synchronized global growth and successful monetary policy.
Bitcoin: crash does not affect economy.
Mexico: positive transition.
egative (30%)
USA: pro-growth measures fail, trade wars.
NAFTA renegotiation fails.
UK and EU collapse, risks in China, Russia, Korea and Middle East materialize.
Global slowdown owing to politics, economics, or monetary policy.
Bitcoin: crash affects economy.
Mexico: negative transition.
iddle (40%)
USA: pro-growth measures work partially, some tariffs
NAFTA renegotiation with mixed results.
Europe, China, Russia, Korea, Middle East; some risks materialize.
Global growth continues, but less synchronized than 2017: monetary policy with varied success.
Bitcoin: crash affects economy partially.
México: uncertain transition.

......Z......Z......

MARKETS

Investments in US$ and pesos: comparative performance

Despite peso depreciation, long term (2000-2018) investments denominated in pesos have outperformed US$
investments denominated in US$, converted to pesos (Figure 9).

Figure 9. Investments denominated in US$ and pesos: performance measured in pesos 2000-jul2018. Source: Franklin Templeton
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US$ and peso

The US$ has strengthened against other currencies owing to the possibility of more aggressive rate hikes by the Fed.
This is beginning to provoke outflows from emerging markets. The peso weakened to February 2017 levels owing to
NAFTA and elections fears (Figures 10 and 11), then appreciated strongly after the elections. This implies that the
election result was discounted.

Figure 10. US$ index and peso 2005-6jul18. Source: Bloomberg Figure 11. Peso vs. US$: 1980-6jull18. Source: Franklin Templeton
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US rates rose during the month over all terms. In general US bonds are pressured by higher issue amounts and Fed
hikes, but this is offset by the escalation of trade disputes (Figure 12).

Figure 12. USA: historical yield curve (2008-6jul18). Source: Fed
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The market is still expecting rates to rise in most developed markets, and to level in emerging markets (Figure 13).

Figure 13. Developed and emerging markets: estimated 10 yr. nominal rates end-2018 (6jul18). Source: Bloomberg, Franklin Templeton

Developed

local 10y yields (%) local 10y yields (%)

4Q18e Actual Aumento 4Q18e Actual
us 3.17 2.95 22 China 3.66 (0)
Euro Area 0.80 0.49 31 India 7.96 (12)
Japan 0.09 0.04 5 Rusia 7.46 7.37 9
Britain 1.68 1.41 27 Brasil 11.64 (131)
Australia 2.97  2.80 17 México 7.89 @7
Canada 2.61 2.31 30 Coreadel sur 2.79 2.73 6
Germany 0.80 0.49 31 Indonesia 7.35 7.30 5
France 1.11 0.91 20 Turquia 15.32 (39)
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Stocks

During 2018 developed markets have been affected owing to the recent rise in trade disputes, and emerging markets
by rate rises and US$ dollar strength. The Mexican market was in line with the rest of the world in local currency terms
until end-June, but affected by peso weakness. It rose strongly following the elections owing to the market rise in pesos,
and was then boosted in US$ terms by peso appreciation (Figures 14 and 15 — see also page 1).

Figure 14. Stock markets: YTD 2018 (6jul18 - US$). Source: Bloomberg
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Both in Mexico (Figure 15), and the US (Figure 16), volatility has increased in recent years due to political uncertainty.

Figure 15. Mexico: stocks (IRT pesos,ljan17-6jull8). Figure 16. US: stocks (S&P500 US$,1jan17-6jul18). Source: Bloomberg
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REITs (Fibras)
Owing to novelty, high dividends and inflation protection, Fibras have performed better than stocks since 2011. Since
the Trump election in November 2016, Fibras have been hit by NAFTA fears and domestic politics, and in recent months

fears about inflation, interest rates, and trade wars. They rose after the July 1 elections (Figures 17 and 18).
Figure 17. Mexico: fibras vs. stocks (IRT) mar2011-6jull8 (base 100 MXN$). Source: Bloomberg
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Figure 18. Fibras: valuation and dividends (6jul2018). Source: Franklin Templeton

Mcap (M)
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Calendarized

2015
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5.9%
7.8%
8.8%
8.7%
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2016
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2017
7.6%
7.9%
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2018
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8.3%
9.6%

2019
9.1%
7.5%
7.3%
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8.2%
13.6%

13.5%
9.3%
9.0%

A new FIBRA E was issued: INFRAEX raised $6.1bn. pesos at a price of $18.5 at the lower end of the range. Its principal
assets are prisons, roads, and, soon, hospitals. Another traditional Fibra was issued: EDUCA 18 raised $9.4bn. at a
price of $20 also at the low end of the range. It specializes mainly in the development and rental of educational
properties. The issue of FSTAY, a hotel Fibra, was postponed, because Hoteles City Express will fund its expansion

with a syndicated credit of $1.2bn.

Conclusion

The global economy has become more complex owing to rising interest rates and trade uncertainty. Meanwhile, Mexico
faces a new kind of uncertainty with the election of AMLO and Morena. Volatility is likely for both global and Mexican
investments. For peso denominated investments: overweight ILS 1-3 years duration, underweight stocks and Fibras.

Timothy Heyman

Ramsé Gutiérrez
Luis Gonzali
Jorge Marmolejo

Nadia Montes de Oca

Octavio Martinez
July 16, 2018
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Main financial indicators: monthly at June 29, 2018

During June, in Mexico, the IPC rose 6.72%. Nominal rates rose in the short term and fell in the medium and long term.
Real rates fell over all terms. The US$ fell 1.43% against the peso. In the US, S&P500 and Nasdaq rose, while DJ fell.
Nominal rates rose in short and medium terms, and fell for the 30 year term. Real rates rose for the 5 year term and fell
for the 10 and 30 year terms. In the Bank of Mexico business climate survey, optimism fell to 16% (19% previous), no
change rose to 58% (35%), and pessimism fell to 26% (45%).

Mexico
Stock market and oil
29-Jun-18 H-May-18 Month YTD 2017

IPC 47,663.20 44, 662.55 6.72% -3.43% 8.13%
Local currency (LUSD/MAN) 19.69 19.98 -1.43% 0.14% -4.54%
Wexican oil mix (USDVbl) G8.72 G3.48 8.25% 22.30% 21.36%
Nominal rates

29-Jun-18  31-May-18 Month YTD 2017
CETES 28 7.81% 7.63% 16 bps 49 bps 148 bps
CETES 360 7.91% 7.81% 10 bps 45 bps 103 bps
] 7.67% 7.79% -12 bps 8 bps 38 bps
10 7 60% 7.80% -20 bps -5 bps 15 bps
130 7.71% 7.91% -20 bps -7 bps -4 bps
Real rates

20 Jun-18  31-May-18 Month YTD 2017
UDIB OMO 10 372% 3.74% -2 bps 22 bps 45 bps
UDIB OMO 30 377% 3.88% -11 bps 7 bps -9 bps
Commodities

20 Jun18  31-May-18 Month YTD 2017
Gold 1,252.60 1,298.51 -3.54% -3.85% 12.48%
WTI (USDibl) 68.72 §3.48 8.25% 22.30% 4.60%
umMs

29-Jun-18  31-May-18 Month YTD 2017
UMS 10y ears 4. 46% 4.52% £ bps 83 bps -64 bps
UM S 20y ears 5.20% 5.29% B bps 57 bps 74 bps
UMS 30y ears 5.08% 5.20% -12 bps 44 bps -62 bps
Stock markets (US$)

29-Jun-18  31-May-18 Month YTD 2017
WS Cl Developed 8,530.35 8,531.33 -0.01% 0.76% 23.07%
WMSClEmerging 2,357.69 2,4558.18 -4.09% -6.51% 37.75%
MESCl Mexico 9,157.15 §,3758.85 9.29% -2.56% 16.27%
115 Cl Brazil 5,245.21 5721.71 -8.31% -17.19% 24.48%

us

Stock market

29-Jun-18  31-May-18 Month YTD 2017
CJ 2427141 24,415.84 -0.59% -1.81% 25.08%
S&P 2,718.37 2705.27 0.458% 1.67% 19.42%
Masdag 7,510.30 744212 0.92% 8.79% 28.24%
Nominal mies

29-Jun-18  31-May-18 Month YTD 2017
Thill 90 1.93% 1.93% 0 bps 66 bps 76 bps
Tnote 5 273% 2.68% 5 bps 59 bps 21 bps
Tnote 10 285% 2.83% 2 bps 43 bps -3 bps
Thond 30 298% 3.00% -2 bps 15 bps -23 bps
Real rates

29-Jun-18  31-May-18 Month YTD 2007
Tip5 0.67% 0.65% 2 bps 41 bps 17 bps
Tip 10 0.74% 0.76% 2 bps 27 bps 3 bps
Tip 30 0.87% 0.91% 4 bps 15 bps -27 bps

Bank of Mexico survey

Indicator 2018 2018 anterion
FIB 229% 2.26%
Inflation 4.06% 3.92%
Cetes 28 7.79% 7.50%
Local currency 19.62 19.02
Busness conditions 29-Jun-18 31-May-18
Optimism 16% 19%
Mo change 8% 35%
Pessimism 26% 45%

Source: Bloomberg, Banco de Mexico

10



Monthly perspective July 16, 2018

IMPORTANT LEGAL INFORMATION

The material has been prepared by Franklin Templeton Servicios de Asesoria Mexico, S. de R.L. de C.V. (“FTSAM” or the “Company”) which has
the folio inscription number 30045-001-(14127)-15/04/2016 in the Public Register of Investment Advisors assigned by the National Banking and
Securities Commission (Comision Nacional Bancaria y de Valores) in terms of the Securities Market Law (Ley del Mercado de Valores). Registry
does not imply compliance with the regulations applicable to the services that are provided, nor the precision or veracity of the information provided.
The content of this document is for information purposes only. Past Performance is not a guarantee of future returns.

The material has been prepared by FTSAM solely for use in this document, and is intended to be of general interest only and does not constitute
legal or tax advice nor is it an offer for shares or invitation to apply for shares of any kind. Nothing in this document should be construed as
investment advice. This document may contain information obtained from various sources, and while it may be considered reliable, the Company
makes no warranty or any statement on its fidelity, accuracy, scope or coverage, as the Company has not verified, validated or audited
independently such information. The information is partial and, therefore, cannot be called complete. You agree to keep the contents of this
document strictly private and confidential and it shall not be disclosed, copied, reproduced or redistributed (in whole or in part) to any person
without the prior written consent of the Company.

This document may contain "forward looking statements" and results may vary from those expressed or implied are included in this document.
Such forward-looking statements can be identified, among other words, by the use of terminology such as "expect", "anticipate”, "believe",
"continue”, "could”, "estimate"”, "predict", "try" "plan”, "predict", "should" or other forward-looking terminology, or by the negative of these words or
comparable terminology, including without limitation the plural form of these words. All forward-looking statements relate to the Company's current
expectation regarding future events and are subject to a number of factors that could cause actual results to differ materially from those in respect
of the forward-looking statements. One must be cautious of such statements and should not place undue reliance on any forward-looking
statements.

This document includes no representation or warranty (express or implied) so it should not support the accuracy, fairness or completeness of the
information presented or contained in this document. Neither the Company nor any of its affiliates, employees, advisers or re presentatives accepts
any liability for any loss or damage caused by the information presented or contained in this document.

The information presented or contained in this document is current as of the date indicated and is subject to change without notice and its accuracy
is not guaranteed. The information contained herein and the views, if any, expressed therein are issued on the date hereof and, therefore, are
conditioned and / or subject to probable changes due to changes in applicable law, as well as the conditions and circumstances that may or may
not be provided in this document, in addition to over time and other similar situations. Neither the Company, nor its affiliates, agents, employees
nor advisers assume any responsibility or obligation to inform you or any other person regarding any changes to the information or opinions
expressed herein resulting from matters, circumstances or events that may arise in the future or that may be brought to our attention after the date
herein. This document should not be construed as legal, tax, investment or any other type of advice.

This document does not constitute an offer or invitation to purchase or subscribe shares or other securities and no part of this document or any
information, opinion or statement contained herein shall be the basis of, or be referred to in connection with any contract or commitment. Any
decision to purchase securities in any offering of securities should be made solely on the basis of information contained in the prospectus of the
securities offered. By reading this document, you agree to be subject to the above limitations.

*Timothy Heyman, President of FTSAM, founded Heyman y Asociados in 1985. In 2013, Franklin Templeton established FTSAM and merged it
with Heyman y Asociados.

Copyright © 2017. Franklin Templeton Investments. All rights reserved. Valid only in the United States of Mexico.
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