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AMLO: popularity vs. reality

SUMMARY

Global. Global slowdown expected, with possible trade disputes. Frontier wall dispute
could cause Fitch downgrade for US.

Mexico. After first 100 days, AMLO popularity tops 83%, reflecting his clear separation
of politics from economics.

Global risks 2019: sudden slowdown, trade wars, geopolitics, Brexit/Europe, monetary
policy, emerging markets.

Local risks: dysfunctional government, non-ratification USMCA in US, credit
downgrade.

Investment scenarios 2019 with probabilities: positive (20%), negative (40%), middle
(40%)

For peso portfolios, overweight liquidity and ILS 1 to 3 year duration, underweight
stocks and REITs.

“It would be nice if we could all agree to this proposition: popularity is not the same as
achievement” — Howard Jacobson

Risk assets recover YTD

After its worst December since 1929, the S&P500 had a big recovery, as did foreign
stocks and Mexican REITs, although Mexican stocks performed worse. Nominal
bonds in Mexico have outperformed ILS as lower inflation is expected for 2019 than
2018.

Figure 1. Investment performance: to March 8, 2019. Source: Franklin Templeton (“FT”)
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POLITICS

USA

Partial government shutdown and state of emergency

On February 15, the US Congress approved a law to prevent a second partial shutdown. US$1.38 bn. for the
construction of the frontier wall were included, below the US$8 bn. Trump requested. Trump therefore declared a
state of national emergency to use funds earmarked for other uses (Figure 2).

Figure 2. Source of funds for frontier wall construction. Source: Bloomberg

Rubro original Monto (USS mil mn.)
Aprobados por Congreso 1.4
Construccion Militar 35
Lucha contra drogas 2.5
Programa de confiscacidn de drogas 0.6
[Total | 8.0 |

Most Democrats and some Republicans rejected the measure and headed off the state of emergency, undermining
the negotiation to the national debt ceiling which expired March 1. No agreement has been reached, forcing the
government to fund itself by other means, which will run out at the end of July. If that occurs, the US could enter into
a state of default.

Fitch the rating agency stated that without an agreement on the debt ceiling it would have to review whether the US’
ability to approve a budget deserved a AAA rating. If no agreement is reached, a Fitch downgrade is probable, as
occurred with S&P in 2011, to AA+, its current level. This means that it would be rated AA+ by 2 agencies, leaving
out only Moody’s.

Trade war

Negotiations between the US and China continued during February. A group of important US businessmen came
out in favor of tariffs imposed on Chinese products. China said that 2019 would have lower growth, partly due to a
decline in domestic consumption and partly to the trade war. Its growth target was reduced to a range of 6%-6.5%.

EUROPE

Brexit

Negotiations in the UK parliament are still stalled in the runup to the due date (March 29) for the application of Article
50, the treaty clause that triggers the Brexit process. After various failed attempts, Prime Minister May submitted her
latest deal with the EU, with some changes to placate opponents from Labor and within her own Conservative party,
and to meet the due date to avoid a no deal Brexit. She lost the vote, increasing the possibility of an extension of
the date, or, less probably a “no deal Brexit’. If the date is extended, the probability of a second referendum
increases.

MEXICO

National Guard

In February, the creation of a National Guard was unanimously approved in Congress, and in early March it was
approved by 17 local Congresses, enough to enable its execution by the President. AMLO was not entirely satisfied
with the law approved by Congress because it decided that the Guard should come under civilian, not military,
control, as he had proposed. From March 6, Congress has 60 days to finalize the Law, and 90 days to approve the
enabling legislation.

Contact: Telephone: Fax: E-mail: Web:
Manuel Alvarez DF: (55) 5002 0677 (55) 5002 0651 manuel.alvarez@franklinTempleton.com franklinTempleton.com.mx 2
For institutional investors. Not for distribution to the public.



March 15, 2019

Monthly perspective

AMLO popularity
Various polls have measured AMLO’s popularity, the most recent being by Gabinete, a polling firm (Figure 3).
Figure 3. AMLO popularity. Source: Gabinete (8Mar19)

Acuerdo con forma de gobernar de AMLO
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The ranking of the reasons for his popularity show clearly the importance given to wealth redistribution over wealth
creation (Figure 4). The only items with a rating below 50% are the cutting of funds assigned to daycare centers and

female victims of violence.
Figure 4. AMLO popularity: ranking of agreement with measures. Source: Gabinete (8Mar19)

Ranking: acuerdo con medidas
¢ Qué tan de acuerdo o en esta con la de las ?
. Muy/Algo de acuerdo . Ni de acuerdo ni en . y en . No sabe . No contesté
de pension a 1 Medidas con
Reduccion de sueldos de altos funcionarios de gobiemo 2 mayor acuerdo
Entrega $1,274 pesos mensuales de pension a personas con discapacidad 3
Aumento de $695 pesos mensuales de pension a adultos mayores 4
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Cancelacion de Nuevo Asropert do Mesico 17
Resultados de la investigacion sobre la muerte de la gobernadora de Puebla, Martha 18
Erika Alonso y el Senador Rafael Moreno Valle
Presupuesto de 500 millones de pesos al programa Pro-béisbol 19
Entrega de visas amig 20
c de recursos a 21 Medida con
Cancelacion de recursos a refugios de mujeres victimas de violencia 22 menor acuerdo
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Social programs targeted at increasing votes in 2021

Social programs implemented by the AMLO government are aimed primarily at population segments able to vote.
Approximately 26% of the electoral register (an estimated 23 mn. voters) will be beneficiaries of a social program
for 2021. This is reflected in the increase in party identification with Morena above the other 3 parties (Figure 5),
which could be very important for the mid-term elections in 2021.

Figure 5. Party identification. Source: Buendia & Laredo
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ECONOMICS

GLOBAL

Growth

In 2018, the US economy grew 2.9%, an increase over 2017 (2.2%). One ot the main drivers is still consumption.
However, decoupling has begun for the Mexican economy. From 1994, the year of NAFTA implementation, the two
economies had been closely correlated, but since Trump was elected uncoupling can be observed. (Figure 6).

Figure 6. Mexico and US: annual GDP growth. Source: Bloomberg

e=m=(Crecimiento México emsCrecimiento EE.UU.

Employment

In the US, 20,000 jobs were created in February, below the consensus estimate (180,000). However the
uemployment rate (U-3) fell from 4% to 3.8%. The underemployment rate (U-6) also fell from 8.1% in January to
7.3% in February (Figure 7). Although the job creation number might appear to imply a slowdown in February, the
unemployment rate remains close to its record low (3.7% in November).
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Figure 7. US. Unemployment (U-3), underemployment (U-6) and recessions. Source: Bloomberg and NBER
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MEXICO

Growth

According to data published at the end of February, the Mexican economy grew 2% in 2018, the same as 2017.
However, the advance indicator of INEGI (IGAE — the government statistics department) shows an important
slowdown at the end of 2018 and the beginning of 2019, due to the change of government, gasoline shortage in
January, blockages in Michoacén state and strikes on the Northern frontier. All this probably implies a weak 1Q 19
(Figure 8). For the full year 2019, at end February, Bank of Mexico lowered its economic growth forecast from a
range of 1.7-2.7% (published October 2018) to 1.1-2.1%.

Figure 8. Annual variation advance indicator IGAE vs. GDP (quarterly annualized). Source: INEGI
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Since the beginning of the AMLO administration, there have been 45 strikes, significantly higher than the number of
strikes during the six years of the previous (Pefia Nieto) administration (Figure 9).
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Figure 9. Strikes: total strikes and industrial strikes, per year. Source: INEGI

500

450

400

350

300

250

200

10—
JelcEy
ey ————
10060
1997 ——

199y EEEEE——

150
100
0 I I I II L] ] - - I, I I
— < D O od N M g NN W N ©® O O A4 N M < N W N T W
(] D O O O O O O O 0o © O O dW o o «H o o « v O
a a O O O O O O O O O O O O O 0O O O O O O X o
— — A NN NN NN NN NN NN~ NN NN 8 2
N

W Total M Industrial

S&P: deterioration of outlook for credit rating

On March 4, S&P lowered Mexico’s credit outlook from neutral to negative, keeping the rating at BBB+ global. This
implies a minimum 33% probability of a ratings downgrade in the next 12 months. The main reason was the change
of government policy to diminish the private sector’s role in the energy sector, which could increase Mexico’s
contingent liabilities and reduce economic growth. Current ratings and outlook for the main three agencies are listed
below (Figure 10). Also, in early March, an initiative was introduced to Congress by a member of Morena to remove
the license of ratings agencies considered negative to the Mexican economy. This was rejected by the leader of the
Morena delegation, Ricardo Monreal, and by AMLO in one of his early morning press conferences.

Figure 10. Mexico ratings; main ratings agencies. Source: rating agencies

Calificacién global Perspectiva | Ultimo cambio
Fitch BBB+ Negativa 31-Oct-18
S&P BBB+ Negativa 1-Mar-19
Moody's | A3 (A- en escala homologada) | Estable 11-Apr-18

The government has said it will announce new support measures for Pemex. In March, news came from the Financial
Times of an announcement in London by Treasury Undersecretary Arturo Herrera, that construction on the new
Tabasco refinery would be postponed to 2020, in order to strengthen Pemex finances, but this was immediately
denied by AMLO in another press conference.

Inflation

February consumer inflation was -0.03% less than January, cutting annual inflation from 4.37% at end-January to
3.94% at end-February. The main cause were fruit and vegetable prices that fell by up to 30% during the month,
offsetting the prices rises of low octane gasoline.

Even overall inflation is expected to fall in 2019, we expect an upturn in the next few months due to: 1) the increase
in low octane gasoline in February and March with a weighting of 5.36% en the INPC price index; and 2) the change
in the INPC calculation methodology in August 2018, and the fact that the normal “deflation months” will not be as
strong as before, implying that 12 month inflation increase March-April. Electricity weighting fell from 2.81% to 1.49%.
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RISKS AND SCENARIOS FOR 2019
The objective is Mexican economic growth. In the positive scenario, all risks turn out favorable for growth, in the
negative, unfavorable, and in the middle, mixed. Estimates for each scenario are given in Figure 11.

RISKS

Global

US: monetary policy, recession

Global: trade wars

Geopolitics: Europe, Middle East, Russia, China, North Korea, Venezuela
EM: crisis and contagion

Mexican

New government

Security

Corruption

Oil

Debt rating

SCENARIOS
Positive (20%)
US: expansion continues, no trade disputes.
Monetary policy does not derail cycle.
Rapid ratification USMCA.
Geopolitical risks do not materialize.
Global growth.
EM: no crisis or contagion.
Mexico: new government functions, spending drives infrastructure/consumption, measures anticorruption and antiviolence work.
Negative (40%)
US: expansion stops, trade wars affect global commerce.
Monetary policy derails cycle.
USMCA not ratified, elimination threatened.
Geopolitical risks materialize.
Global recession.
EM: crisis and contagion.

Mexico: new government dysfunctional, spending out of control, anticorruption and violence measures backfire.
Middle (40%)

e  US: slow expansion continues, rhetorical trade disputes.

e Adequate monetary policy, but uncertain.

e  USMCA.approved late, with changes.

e  Geopolitical: risks materialize partially.

e  Global slowdown, unsynchronized.

e  EM: crisis and some contagion from vulnerable countries.w

e Mexico: government partially functional, continued mixed signals.

Figure 11. Estimates for 2019 scenarios. Source: FT
Scenarios for 2019 2018
High Low Base Observed
Probability 20% 40% 40%
US
Economy >240%  <240%  2.40% 2.90%
Inflation >190%  <190%  1.90% 2.50%
Budget deficit <450%  >450%  4.50% 4.20%
Current account deficit <2.60% >2.60% 2.60% 2.50%
Fed Funds rate >275%  <275%  2.75% 2.50%
TNote 10 US >298%  <298%  2.98% 2.69%
Oil (WTI) >$508  <$59.8 59.80 4541
Mexico
Economy >164%  <164%  164% 2.00%
Inflation >367%  <367%  367% 4.87%
Budget deficit <250%  >250%  2.50% 2.10%
Current account deficit <1.60% >1.60% 1.60% 1.60%
Cetes28 (year end) >805%  <805%  8.05% 8.42%
Peso/USS$ (year end) <$20.19  >$20.19 20.19 19.65
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MARKETS

Investments in US$ and pesos: comparative performance

Following peso depreciation since Trump, long term (2000-2019) the gap in returns on investment in peso
denominated investments and US$ denominated investments, converted to pesos, has diminished. However, peso
denominated have still outperformed US$ denominated investments, risk adjusted (Figure 12).

Figure 12. US$ and peso denominated investments: returns measured in pesos 2000-28Feb2019. Source: FT
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US$ and peso

Practically 100 days into the AMLO administration, the peso has appreciated owing to general US$ weakness, the
interest rate differential, and foreign investor appetite for Mexican risk (Figure 13). Sentiment measured by Bank of
Mexico improved slightly in December but deteriorated in January and February (Figure 14).

Figure 13. Peso vs. US$: 1980-11Mar2019. Source: FT Figure 14. Business sentiment Dec2001-Mar2019. Source: Banxico
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Debt
Rates are expected to rise in DM and all EM, except Brazil and China (Figure 15).

Figure 15. DM and EM: estimated 10 year rates for end-2019 (8Mar19). Source: Bloomberg, FT

Developed Emerging

local 10y yields (%) local 10y yields (%)
4Q19e Actual (bps) 4Q19e  Actual (bps)
Us 3.03 2.75 27.69 China 3.11 3.20 -9.4
Euro Area 0.71 0.18 52.7 India 7.48 7.38 10.3
Japan 0.08 (0.02) 9.5 Rusia  8.33 8.12 20.6
Britain 1.70 1.30 40.4 Brasil 8.97 9.05 -7.5
Australia 2.42 2.15 26.8 México 8.74 8.16 58.3
Canada 2.44 1.94 50.2 Corea del sur 2.46 1.99 47.5
Germany 0.71 0.18 52.7 Indonesia 7.92 7.85 6.7
France 1.11 0.58 53.2 Turquia 15.70 15.28 42
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Stocks
During 2019 YTD, stock performance measured in US$, in sharp contrast to 2018, has been globally positive owing
to pro-market statements by the Fed, and expected resolution of trade disputes (Figure 16).

Figure 16. Stocks: DM and EM YTD 2019 (US$). Source: Bloomberg
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REITs (Fibras)
Since inception, Fibras have outperformed stocks (Figures 17). In 2019 strong performance is due to higher
dependence on global trade than most IRT stocks (Figure 18).

Figure 17. Fibras vs. IRT Mar2011-8Mar19. Figure 18. Fibras vs. IRT. Jan18-8Mar19 (base 100). Source: Bloomberg
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Figure 19. Fibras: valuation and dividends (8Mar2019). Source: Bloomberg
Calendarized
2015 2016 2017
FUNO11 MM 95,062 4.8% 6.3% 6.5% 7.9% 8.1% 8.7%
DANHOS13 MM 35,179 5.0% 6.3% 8.3% 8.5% 9.2% 9.2%
FIBRAPL MM 21,626 6.8% 6.4% 6.6% 7.4% 7.5%
TERRA13 MM 19,696 6.5% 7.5% 7.8% 10.4% 10.5% 10.9%
FIBRAMQ MM 14,898 76% 7.1% 6.9% 7.8% 8.8% 9.14%
FIHO12 8,064 76% 7.8% 8.3% 11.6% 12.5% 12.5%
FMTY14 MM 7,539 8.6% 8.8% 9.2% 10.0%
FINN13 MM 5,204 5.7% 6.4% 8.6% 8.0% 10.0% 10.1%
FSHOP13 MM 4,102 54% 8.2% 9.4% 110.5% 14.1% 12.8%
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Conclusion

The global outlook has improved for risk assets, with a milder slowdown and less aggressive monetary policy.
Perception of local risk has increased with redistributive social spending policies and deterioration in investment
becoming clearer, reflecting the government’s emphasis on “politics” over “economics”. We advise caution for peso
denominated portfolios, overweight liquidity and ILS 1 to 3 year duration, underweight stocks and fibras.

Luis Gonzali

Ramsé Gutiérrez

Jorge Marmolejo

Nadia Montes de Oca
Octavio Martinez

Editor: Timothy Heyman
March 15, 2019
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Investment indicators to February 28, 2019

In February in Mexico, the IPC stock index fell 2.65%. Nominal rates fell except for 28 day Cetes. 10 year real
rates fell and 30 year rates rose. The US$ rose by 1.17% against the peso. In the US: DJ, S&P500 and Nasdaq
rose. All nominal rates rose. WTI oil rose 5.86%. In the Bank of Mexico business climate survey, optimism rose to
22% (17% previous), no change fell to 31% (37%), and pessimism was unchanged at 47%.

Me xico
Stock marketand oil
28Feb19 H-Jan19 Month YD 2018

IPC 42,823.80 43,987.94 -2.65% 2.84% -15.63%
Local cumrency (USD/MIN) 19.26 19.04 1.17% -1.99% -0.06%
Mexican D\_I mix (USDVbl) 58.62 55.03 6.52% 31.17% -20.47%
Nominal rates

28-Feb-19 H-Jan-19 Month YTD 2018
CETES 28 8.45% 8.44% 2 bps 4 bps 110 bps
CETES 360 8.06% 8.30% -24 bps -43 bps 103 bps
Ma 7.99% 8.18% -19 bps -63 bps 93 bps
10 8.23% §.45% -22 bps -43 bps 101 bps
M30 8.74% 8.75% -1 bps -15 bps 111 bps
Real rates

28-Feb-19 J-Jan-19 Month YTD 2018
UDIBOMO 10 4.05% 4.14% -9 bps -6 bps : _51 bps
UDIBOND 30 4.33% 4.32% 1bps 21bps  42bps
Commodities

28-Feb-19 JJan-19 Month YTD 2018
Gold 1,314.40 1,320.21 0.44% 2.63% -1.70%
WTI (USDvbl) .5? 2 5405 5.86% 28.04% -20.47%
UMS

28 Feb19 H-Jan19 Month YTD 2018
UKS 10 years 4.67% 4.73% -6 bps -25 bps 129 bps
UIS 20 years 5.42% 5.58%  -16bps -35 bps 125 bps
UMS 30 years 5.59% 5.37% 21 bps -25 bps 120 bps
Stock markets (U S$)

28 Feb19 H-Jan19 Month YTD 2018
MECI Developed 8,635.20 8,379.03 3.06% M11% -8.20%
MSCl Emerging 2,357.78 2,352.28 0.23% 9.03% -14.25%
MSCl Mexico §,377.62 8,741.11 -4.16% 5.21% -15.29%
MSCl Brazil 7,118.50 7,449.55 -4.44% 12.54% -0.15%

us

Stock market

28-Feb-19 H-Jan-19 Month YD 2018
oA ~25,916.00 24,999.67 3.67% 11.10% 18.04%
S&P 2,784.49 2,704.10 2.97% 11.08% 11.97%
Masdag 753283 7,281.74 3.44% 13.52% 23.26%
Nominal rates

28-Feb-19 H-Jan-19 Month YTD 2018
Thill 90 2.45% 2.41% 4 bps 0bps 194 bps
Tnote 5 2.52% 2.43% 9 bps 1bps 58 bps
Tnote 10 2.73% 2.63% 10 bps 4 bps 24 bps
Thond 30 _3 09% 3.03% 6 bps 11 bps -8 bps
Real rates

28-Feb-19 H-Jan-19 Month YD 2018
Tip 5 0.68% 0.73% -5 bps -32 bps 91 bps
Tip 10 0.78% 0.78% 0bps -20 bps 43 bps
Tip 30 1.11% 1.08% 3hps -0 bps 22 bps

Bank of Mexico survey
Indicator 2019 2019 anterior
FB 1.64% 1.80%
Inflation 3.67% 3.85%
Cetes 28 §.05% 8.18%
Local cumency 20.19 20,16
Business condifions 28Feb19 H-Jan-19
Optimism 22% 7%
Mo change 31% 37%
P essimism 47% 47%
Source: Bloomberg, Banco de Mexico
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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 (Comisién 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 representatives
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 © 2019. Franklin Templeton Investments. All rights reserved. Valid only in the United States of Mexico.
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