May inflation - Annual rate stays below 3% as
price pressures moderate at the margin

= Headline inflation (May): 0.38% m/m; Banorte: 0.49%; consensus:
0.52% (range of estimates: 0.42% to 0.58%); previous: -1.01%

= Core inflation (May): 0.30% m/m; Banorte: 0.41%; consensus: 0.41%
(range of estimates: 0.35% to 0.44%b); previous: 0.36%

= The downward surprise was driven by lower pressures in the second
fortnight in some components within both the core and non-core indices.
In the first, we highlight goods at +0.5%, driven by processed foods
(1.2%), while services stayed muted at 0.1%. In the latter, fresh fruits
and vegetables increased 5.9%, reversing in the second half of the month
some of the pressures observed in the previous fortnight

= Annual inflation went up to 2.84% from 2.15% in April, closer but still
below Banxico’s target, likely bottoming out last month. Core inflation
increased to 3.64% from 3.50%, failing to breach the latter level since
late 2016. We maintain our year-end forecast of 3.2%

= Despite the downward CPI surprise, we hold our trade idea consisting
on long positions in Udibono Nov’35

Consumer prices up 0.38% m/m, rebounding after last month’s low. This was
significantly below consensus at 0.52% and our forecast (0.49%). In our view,
price dynamics are still distorted by COVID-19, with some pressures despite the
period being historically negative due to electricity tariffs’ discounts. Within the
core, processed foods extended their increase, higher 1.2% m/m and running at a
6.6% y/y pace. Nonetheless, other goods surprised to the downside (-0.3%). In
addition, airfares were up (7.5%), but overall services remain muted (+0.1%). At
the non-core level, low-grade gasoline was highly pressured in the second
fortnight, advancing 8.1% m/m. On the contrary, agricultural goods reversed
more strongly pressures observed during the first half, albeit with fresh fruits
increasing 5.9% in the full period, while meat and egg declined 2.5%.

May inflation by components
%, monthly incidence

INEGI Banorte Difference
Total 0.38 0.49 -0.10
Core 0.23 0.31 -0.08
Goods 0.18 0.25 -0.06
Processed foods 0.24 0.27 -0.03
Other goods -0.06 -0.02 -0.03
Services 0.04 0.06 -0.02
Housing 0.01 0.01 0.00
Education 0.00 0.00 0.00
Other services 0.03 0.05 -0.02
Non-core 0.39 0.49 -0.10
Agriculture 0.23 0.31 -0.08
Fruits & vegetables 0.18 0.25 -0.06
Meat & eggs 0.24 0.27 -0.03
Energy & government tariffs -0.06 -0.02 -0.03
Energy 0.04 0.06 -0.02
Government tariffs 0.00 0.02 -0.02

Source: INEGI, Banorte.
Note: Contributions might not add due to the number of decimals allowed in the table.
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May inflation: Goods and services with the largest contributions
% m/m; monthly incidence in basis points

Goods and services with the largest positive contribution Incidence m/m
Low-grade gasoline 329 8.1
Tomatoes 173 279
Beer 72 53
Serrano chilies 41 21.7
LP Gas 4.0 2.1
Goods and services with the largest negative contribution

Electricity tariffs -38.9 213
Eggs -11.0 -10.2
Chicken 4.6 -3.1
Lemon 2.5 -16.3
Onions 24 9.8

Source: INEGI

We reiterate our year-end inflation forecast at 3.2%. We reaffirm our forecast
for year-end inflation at 3.2% y/y, with consensus increasing to this level in the
latest Citibanamex survey. In this context, and based on our forecast path,
inflation would stay below Banxico’s 3% target until late in the third quarter,
supporting our view of additional cuts in the reference rate (see section below).
In this respect, average annual inflation stands at 2.49% so far in 2Q20, so it is
likely the central bank undershoots its 2.7% forecast contained in the 1Q20
Quarterly Report. Although inflation has been more volatile on the back of
COVID-19 distortions, we also highlight recent comments by some members
signaling this possibility. Among them, Deputy Governor Javier Guzman —which
we identify with a relatively hawkish bias— said last week in a presentation that
inflation dynamics will likely allow for additional easing. Nevertheless, we also
believe the cautious tone will prevail as uncertainty remains quite high and short-
term price volatility has increased. This is also reinforced by recent pressures at
the core level (despite today’s downward surprise), making it harder for annual
inflation to decline further despite the high degree of economic slack. In our view,
these dynamics will stay in place in coming months, with our estimate for core
inflation at 3.7% by the end of this year.

Banxico will keep cutting the reference rate in the short term. Although
inflation picked up at a faster than usual pace in May due to pressures at the non-
core level —especially in the first half of the month—, dynamics remain consistent
with relatively contained pressures, leaving enough room for Banxico to keep
cutting the reference rate. As such, we maintain our view of two additional,
consecutive 50bps rate cuts each, in June and August, to a level of 4.50%, where
we expect the rate to finish this year. Moreover, we still do not rule out another
intra-meeting decision, particularly in case of renewed market stress.
Nevertheless, the less dovish tone that we perceived in the Quarterly Report and
latest minutes has reduced the probability of this latter scenario.
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From our fixed income and FX strategy team

Despite the downward CPI surprise, we hold our trade idea consisting on
long positions in Udibono Nov’35. In our view, today’s print confirms a
backdrop of high uncertainty for local inflation, as has been expressed by some
members of Banxico’s Board as well as in the Quarterly Report released on May
27", In this sense, despite a possible short-term adjustment that could be
experienced in the real-rates’ yield curve, we hold our trade idea of long positions
in the inflation-linked Udibono Nov’35, considering a Mexican CPI scenario that
will play more favorably to these securities’ carry in the 2H20 given seasonally
high price dynamics and potential additional pressures derived from several
fronts. This security closed yesterday at 2.84%, with an entry level of 3.05%,
target at 2.70%, and stop-loss at 3.25%. Meanwhile, inflation breakevens have
extended their recent pick-up, currently trading at 3.07% and 3.27% for the 3- and
5-year tenors, from 1.98% and 2.38%, respectively, at the beginning of May.
Regarding the 10- and 30-year figures, these stand at 3.85% and 3.93%, from
3.22% and 3.82%, in the same order, at the beginning of last month.
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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
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Compensation of Analysts.
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Last-twelve-month activities of the business areas.
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Guide for investment recommendations.

Reference
BUY When the share expected performance is greater than the MEXBOL estimated performance.
HOLD When the share expected performance is similar to the MEXBOL estimated performance.
SELL When the share expected performance is lower than the MEXBOL estimated performance.
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Determination of Target Prices
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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;
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