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Mexico: sustainable stagnation?

SUMMARY

e Global. Markets have continued positive trend of 2019 but have been impacted by
coronavirus.

¢ Mexico. Markets in line with global trend, with economy stable but stagnant, owing to
government policies and insecurity.

e Global risks: coronavirus, brake in expansion, excessive liquidity, trade wars,
geopolitics, Brexit/Europe, US elections.

e Local risks: private sector non-investment, insecurity, loss of investment grade.

¢ Investment scenarios with probabilities: positive (10%), negative (50%), middle (40%).

e Overweight ILS, profit-taking in REITs, benchmark weighting for stocks.

“The greatest enemy of progress is not stagnation, but false progress” — Sydney J. Harris

January 2020: 2019 trends continue, but coronavirus affects markets

In January, positive trends in 2019 continued but were affected by the coronavirus, due
to the effect it could have on Chinese growth, which favored bonds and affected risk
investments. The most extreme were gold (+4.58%) and WTI oil (-15.36% - Figure 1)
Although it is premature to estimate the virulence of the epidemic, the consensus is that
the effect will be temporary and will not affect the longest economic expansion since
World War II, with low growth. The main risks to this base scenario are unexpected
consequences from record debt levels, increased geopolitical tensions, or escalation of
the coronavirus. In Mexico, the biggest risks remain the government's inability to curb
insecurity and increase private sector confidence.

Figure 1. Investment performance (% pesos) at 31Jan20. Source: Franklin Templeton ("FT")
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POLITICS

us

Trump impeachment

On February 5, as expected, Trump was acquitted by the Senate on both counts of abuse of power and obstruction
of Congress. The process, considered by many to be a sham, ended in a distinctly partisan vote where only
Republican Senator Mitt Romney voted against his party on one of the charges. The verdict ends a three-week trial
and a four-month process where Trump appears to have been strengthened in the run-up to November's election,
though it is difficult to weigh the electoral effect of his flagrant obstruction of the legal process. Trump remains a
bettors’ favorite (though not in the polls) owing to his understanding of the arithmetic of the electoral college and the
lack of Democratic party cohesion (Figure 2).

Figure 2.US presidential election: bets. Source: Predictlt
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Elections

In February, the election primaries began in lowa, where Trump swept the Republicans, and New Hampshire. The
Democratic primary in lowa was an organizational and technical disaster, with results very different from the polls.
Buttigieg was a surprise winner in lowa and second place in New Hampshire. Sanders did well in both states. Biden
performed surprisingly badly, fourth in lowa and fifth in New Hampshire (Figure 3).

Figure 3. lowa and New Hampshire: Democratic primary results. Source: AP
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It is premature to draw conclusions from two unrepresentative states. Michael Bloomberg continues to advance
despite being ineligible for the first four primaries, and, with unlimited resources, has opted for a national strategy
where he distances himself from the Democratic divide (between extremists and centrists) and presents himself as
the viable centrist against Trump (Figure 4). On March 3 ("Super Tuesday") a third of the candidates will be decided
and the number of contenders will be drastically reduced.
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Figure 4. Polls for the Democratic presidential nomination. Source: RealClearPolitics
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USMCA

On January 16, the US Senate ratified the USMCA by a large bipartisan majority (89-10) during the impeachment
process. Two weeks later Trump signed the deal into law, a major achievement of his administration ahead of the
November elections. Canada's ratification could be complicated by Trudeau losing his majority in October, but its
approval is expected before April. The agreement will not enter into force until 60 days after the necessary
amendments to the law are made in all three countries.

CHINA
Coronavirus

On December 30, 2019, the Chinese government reported an unusual outbreak of pneumonia in the city of Wuhan
caused by a hitherto unknown coronavirus. The "2019-nCoV" virus has produced more than 60,000 confirmed cases
(with +1,000 deaths and +6,000 recoveries) mostly in mainland China despite several preventive measures:
guarantine of more than 48mn. people, extension of the Chinese New Year holiday until mid-February, and
cancellation of flights, among others. The epidemic appears to be less virulent than others, indicating a mortality
rate of 2% (SARS 10%; Ebola 50%).
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It is premature to measure the severity of the situation. Analysts expect a temporary impact on the Chinese and
global economy as in previous cases (SARS, MERS). This view could change if the virus mutates, if cases outside
China multiply, or if the Chinese government is deliberately underestimating the situation (Figure 6).

Figure 6. Estimated 2019-nCoV impact on global growth. Source: UBS
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MEXICO
AMLO popularity

In a recent survey AMLO’s approval rating was 71%, below its maximum, but high compared to recent history.
Presidential approval is higher than the rating for each government activity. His personal popularity weighs more
than economic stagnation, scandals over incompetent management of health and crime, the distraction of the "raffle"
of the presidential plane, the threat of judicial changes that seem authoritarian and the divisions in the ruling Morena
party. Meanwhile, the Morena power struggle could lead to a loss of control of Congress in the 2021 midterm
elections.

Figure 7. General presidential approval and by government activity. Source: El Financiero
Aprobacion general y en distintos rubros del gobierno de AMLO Aprobacién general y promedio de aprobacion de las partes
80%
70% e - 70%

80%

60% 60%

¢EFECTO MEDIATICO, POPULISTA

50% 50%

CARISMATICO?

40% 40%

30% 30%

20% 20%

10%
10%

0%
0%

Aug/19 Sep/19 Oct/19 Nov/19 Dec/19 Jan/20 Aug/19 Sep/19 Oct/19 Nov/19 Dec/19 Jan/20
emGeneral sssSeguridad ss=Economia Corrupcion eswPobreza essEducacion esmSalud e=mpPromedio simple de los 6 rubros ~ esmGeneral

Global growth

On January 20, the International Monetary Fund published its economic forecast for 2020. It estimates that world
GDP will grow less in 2020 than 2019 but with lower growth in developed economies (2019: 1.7%; 2020: 1.6%) and
higher growth in emerging economies (2019: 3.7%; 2020: 4.4%). In both cases it reduced its estimates compared
to its previous publication in October 2019. For Mexico the estimate is 0% for 2019 and 1% for 2020 (Figure 8) and
forecasts were also reduced from the previous report.
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Figure 8. Growth estimates (%) 2019-2021. Source: IMF

Year over Year
Difierence from Oct 2019
Esfimaie Projecions WEQ Projections 1/
2018 2019 2020 2021 2020 2021
World Output 3.6 29 33 34 -0.1 -0.2
Advanced Economies 22 1.7 1.6 1.6 -0.1 0.0
United Stales 29 23 20 1.7 -0.1 0.0
Euro Area 1.9 1.2 (15 14 -0.1 0.0
Germany 1.5 0.5 1.1 14 -0.1 0.0
France 1.7 1.3 5] 13 0.0 0.0
Italy 0.8 0.2 0.5 07 0.0 =01
Spain 24 20 16 16 -0.2 -01
Japan 0.3 1.0 07 05 0.2 0.0
Unied Kingdom 1.3 1.3 14 1.5 0.0 0.0
Canada 1.9 15 1.8 18 0.0 0.0
Other Advanced Economies 3/ 26 15 19 24 -0.1 0.1
Emerging Market and Developing Economies 4.5 3.7 44 4.6 -0.2 -0.2
Emerging and Developing Asia 6.4 5.6 5.8 59 -0.2 -0.3
China 6.6 6.1 6.0 58 02 =01
India 4/ 6.8 48 58 6.5 -1.2 -09
ASEAN-5 5/ 52 47 48 5.1 -0.1 -01
Emerging and Developing Europe 31 1.8 26 25 0.1 0.0
Russia 23 1.1 19 20 0.0 0.0
Latin America and fhe Caribbean 1.1 0.1 1.6 23 -0.2 -01
Brazil 1.3 1.2 22 23 02 =01
Mexico 21 0.0 1.0 1.6 03 =03

There is consensus that expansion will continue (Figure 9), even though historically low (and in many cases
negative) rates reflect unprecedented levels of debt (see January Perspective, 2020), 3 times global GDP. This level
of liquidity could have unexpected consequences for financial assets.

Figure 9. GDP and wage growth since WWII. Source: CNBC
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An indicator of the cycle is the rotation between debt and stocks, which may imply its continuation (Figure 10).

Figure 10. Historical asset allocation 1990-2019. Source: FT
40% 75%

70%

65%

60%

55%

50%

Source: FactSet, BIS, S&P Dow Jones Indices, Federal Reserve.
Important data provider notices and terms available at www.franklintempletondatasources.com.
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Fed decision
At its first meeting of 2020, the Fed unanimously decided to keep its rate unchanged in the 1.50%-1.75% range,

noting that no change is expected in 2020. It is likely to reach its inflation target this year.

MEXICO

Economic growth

Analysts estimate that in 2019 growth in Mexico was negative because of a consumption slowdown and lack of
investment caused by insecurity and confused government economic policies (Figure 11). By 2020, a slight
improvement is expected due more to an increase in public investment, slowed in 2019 by the inexperience of the
incoming government, than an increase in private investment that remains stalled owing to the opacity of government
policy. AMLO seems to want to keep public finances balanced, Banxico autonomous and a stable exchange rate.
But a consensus is forming that until the country's level of insecurity is reduced and economic policies are not
resolved, five more years of stagnation are expected, with a fall in GDP per capita. This scenario could change if
deterioration in GDP per capita occurs sooner than expected and affects interim elections in 2021.

Figure 11. GDP growth and its components. Source: Haver, IIF
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Public finances
In January the Mexican Treasury published a better-than-projected report on public finances (Figure 12):
1. Aprimary surplus of 1.1% of GDP vs. 1.0% of GDP estimated in the 2019 budget and higher than the surplus
of 0.6% of GDP recorded the previous year.
2. Total debt (RFSPs - SHRFSP) accounted for 44.7% of GDP, lower than the amount observed at the end of

2018 at 0.2% of GDP and the 2019 budget estimate of 45.3% of GDP.

Figure 12. Primary balance and total debt as % of GDP. Source: SHCP
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Positive results are relevant to rating agencies (Moody's usually publishes its reviews between February and April).
The report shows that the government has used the stabilization funds and estimates that by the end of 2020 there
will be $79bn. pesos compared to $280bn. at end- 2018 (Figure 13).
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Figure 13. Balance of the Budget Revenue Stabilization Fund (bn. pesos). Source: SHCP
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RISKS AND SCENARIOS

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 14.

RISKS
Global
Global: excess liquidity destabilizes cycle and markets
US: recession after record expansion
Global: trade wars
Geopolitics: Europe, Middle East, Russia, China, North Korea, Latin America
EM: crisis and contagion
Biological (e.g. coronavirus) or climate (e.g. Australia) emergency
Mexican
Government
Security
Corruption
Governance
Oil
Debt rating

SCENARIOS
Positive (10%)
Global. Monetary policy does not derail cycle or markets
US: expansion continues, trade disputes but no major consequences.
Geopolitical risks do not materialize.
Global growth.
EM: no crisis or contagion.
Coronavirus resolved quickly
Mexico: government functions, spending drives infrastructure/consumption, anticorruption and antiviolence measures work, ratings upgrade.
Negative (50%)
Monetary policy derails cycle
US: expansion stops, trade wars affect global commerce.
Geopolitical risks materialize.
Global recession.
EM: crisis and contagion.
Coronavirus goes global
Mexico: government dysfunctional, spending out of control, anticorruption and violence measures backfire, ratings downgrade.
Middle (40%)

o Adequate monetary policy, but uncertain.
e US: slow expansion continues, rhetorical trade disputes.
o  Geopolitical: materialize partially.
e Global slowdown, unsynchronized.
e  EM: crisis and some contagion from vulnerable countries.
e  Coronavirus similar to SARS
e Mexico: government partially functional, continued mixed signals, ratings stable.
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Figure 14. Estimates for scenarios (*observed) 2020 Source: FT

Scenarios for 2020 2019
High Low Base Forecast
Probability 10% 50% 40%
Us
Economy >1.80% <1.80% 1.80% 2.3%*
Inflation >2.10% <2.10% 2.10% 1.8%*
Budget deficit <4.80% >4.80% 4.80% 4.7%*
Current account deficit <2.40% > 2.40% 2.40% 2.40%
Fed Funds rate >1.72% <1.72% 1.72% 1.75%*
TNote 10 US >1.94% <1.94% 1.94% 1.92%*
Oil (WTI) >$52.23 <$52.23 52.23 61.06*
Mexico
Economy >1.00% <1.00% 1.00% 0.00%
Inflation >3.40% <3.40% 3.40% 2.83%*
Budget deficit <240% >2.40% 2.40% 1.60%*
Current account deficit <1.00% >1.00% 1.00% 0.40%
Cetes28 (year end) >6.35% <6.35% 6.35% 7.30%"
Peso/US$ (year end) <$19.2 >$19.2 19.20 18.86*

MARKETS

Investments in US$ and pesos: comparative performance

Following the depreciation of the peso owing to Trump’s emergence, in the long run (2000-2020) the gap between
peso investment and US$, both converted to pesos, has narrowed. However, investments in pesos have
outperformed US$ investments (Figure 15).

Figure 15. Investments in US$ and pesos: performance measured in pesos 2000-Jan2020. Source: FT
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The US$ and the peso

During December and January, the peso strengthened owing to lower trade tensions and the return of foreign
investors to local debt instruments (Figures 16 and 17). Sentiment measured by Banxico deteriorated: 25% better
(previous 28%), 56% same (53%), 19% worse (19%).

Figure 16. Peso vs. US$: 1980-Feb2020. Source: FT Figure 17. Foreign holdings% total (Jan20). Source: Banxico
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Debt
Mixed rate movements are expected in EM and DM by end-2020, with the majority rising (Figure 18).

Figure 18. DM and EM: nominal rates 10 years estimated at Dec2020 (Feb20). Source: Bloomberg, FT

Developed Emerging

local 10y yields (%) local 10y yields (%)
4Q20e Actual (bps) 4Q20e  Actual (bps)
Us 194 1.58 35.66 China  2.99 2.81 18.4
Euro Area (0.30) (0.39) 8.6 India 6.46 6.44 1.9
Japan (0.05) (0.04) -1 Rusia 6.59 6.12 47.4
Britain 0.99 0.57 42 Brasil 6.44 6.65 | -20.5
Australia 1.03 1.04 -1.2 México  6.86 6.65 209
Canada 1.71 1.33 38.5 Corea del sur 1.75 1.60 14.8
Germany (0.30) (0.39) 8.6 Indonesia 7.00 6.58 41.6
France (0.01) (0.14) 12.6 Turquia 10.84 10.67 17

Stocks
In 2020, uncertainty over the effect of coronavirus on China affected almost all stock markets (Figure 19).

Figure 19. Stocks: DM and EM YTD 7Feb2020 (US$). Source: Bloomberg
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REITs (Fibras)

Since inception, REITs have outperformed stocks (Figure 20). During 2019 they recovered markedly vs. 2018, owing

to better prospects for USMCA. Performance in 2020 will depend mainly on interest rates and trade tensions (Figure
21).

Figure 20. REITs vs. IRT since inception (Mar2011) and Jan19-7Feb20. Source: Bloomberg

—FIBRAS RT BMV —IRT — FIBRAS BMV — IRT
400 160

350 150

140
300

130
250

120

110 w
100 M

200

150

|

v W
100 20
50 —— 80 T T T T
Joggdgggssvmeengeeagg) § 355§ 33§33 333 8§
535355338835 88883¢838§ ss2£8:£32°2a80238°%¢
Contact: Telephone: Fax: Email: Web:
Manuel Alvarez DF: (55) 5002 0677 (55) 5002 0651 manuel.alvarez@franklinTempleton.com franklinTempleton.com.mx 9

For institutional investors. Not for distribution to the public.



Monthly perspective February 14, 2020

Figure 21. REITs: valuation and dividends (Feb2020). Source: BTG

Market Cap Dividend Yield % Price / NAV

(Us$mm) QCurrent 2019E 2020E § 2019E

Mexican FIBRAs
Fibra Uno 6,459 75% 75% 7.6% 0.74 0.75
Fibra MQ 1,055 71% 6.8% 7.6% 0.72 0.68
Fibra Shop 272 88% 88% 8.6% 0.45 0.42
Fibra Terrafina 1,288 9.1% 83% 8.8% 0.83 0.81
Fibra Danhos 2,130 85% 84% 85% 0.72 0.74
Fibra Prologis 1,417 57% 57% 6.5% 0.87 0.88
Fibra Hotelera 357 82% 11.3% 11.6% 0.50 0.50
Fibra Inn 221 6.3% 13.3% 13.7% 0.39 0.38
Fibra Monterrey 613 98% 6.1% 6.9% 0.95 0.94

Conclusion

By 2020, the global economy appears to be growing at a slower pace, but with the risk that any event could break
the financial asset bubble caused by the record level of the debt-to-GDP ratio: a biological, geopaolitical or climate
event, or a market-generated event (e.g. cryptocurrencies). In Mexico, there is a growing consensus that a stable
financial situation, but with stagnation, is likely, with a consequent deterioration in GDP per capita, and non-economic
risks (violence and/or legal insecurity). We continue to assign similar probabilities to each scenario: positive 10%,
negative 50% and middle 40%, and recommend caution for portfolios denominated in pesos, with an overweight in
inflation linked instruments (ILS), take profits on REITs and benchmark weighting in stocks.

Jorge Marmolejo

Luis Gonzali

Ramsé Gutierrez

Nadia Montes de Oca
Editor: Timothy Heyman
February 14, 2020
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Key financial variables: performance as of Jamuary 31, 2020

During January, in Mexico, the IRT rose 1.33% and FIBRAS RT 2.38%. Nominal and real rates fell over all terms.
he US$ strengthened 0.23% against the peso. In the US: DJ and S&P500 fell. Nominal and real rates fell over all
terms. WTI oil price was down 15.56%. Regarding the business climate according to Banxico, optimism fell to 25%
(previous 28%), no change rose to 56% (53%), and pessimism remained at 19%.

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 (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 docuMEnNt 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”, "pre dict", "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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