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members will keep following a prudent and cautious approach, seeing the
trade-off between cutting at a more accelerated pace to boost activity and the
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contraction, a new minimum since the series is available. The economy was Document for distribution among the
highly impacted by the COVID-19 pandemic and efforts to fight it, such as general public
social distancing measures. In the monthly comparison we estimate a 17.1%

decline, also a historical low. As already known, industrial production

plunged 29.3% y/y (-25.1% m/m), dragged by construction (-38.0% y/y) and

manufacturing (-35.3%) on the suspension of non-essential activities.

Meanwhile, signals for services are also quite stark, leading us to expect an

18.9% decline (-15.7% m/m). Broad indicators such as IMEF’s non-

manufacturing PMI and formal job losses, as well as more detailed data from

sectors such as lodging, transportation and retail sales, among others, also

suggest historical downfalls almost everywhere

Mexico weekly calendar
DATE HOUR (ET) EVENT PERIOD UNIT BANORTE CONSENSUS PREVIOUS
Mon 22-Jun 3:30pm Citibanamex survey of economic expectations
Tue 23-Jun 10:00am International reserves Jun-19 US$ bn - - 188.1
Wed 24-Jun 7:00am CPl inflation 1Q Jun % 2w/2w 0.20 0.24 -0.01
% yly 3.05 3.08 2.85
Core % 2w/2w 0.14 0.14 -0.06
% yly 3.50 - 3.52
Thu25-Jun  7:00am Retail sales April % yly -22.6 -1.3
sa % m/m -18.7 - -0.8
Thu 25-Jun 2:00pm Banxico's monetary policy decision Jun-25 % 5.00 5.00 5.50
Fri 26-Jun 7:00am Economic activity indicator (IGAE) April % yly -20.6 - 23
sa % m/m -17.1 -1.3
Primary activities % yly 22 9.3
Industrial production % yly -29.3 5.0
Services % yly -18.9 - -1.4
Fri 26-Jun 7:00am Trade balance May US$ mn -3,786.6 - -3,087.4
Total exports % yly A7 - -40.9
Oil exports % yly 41.9 -66.4
Non-oil exports % yly A7 -39.4
Total imports % yly 31.2 -30.5

Source: Banorte; Bloomberg



Proceeding in chronological order...

Weekly international reserves report. Last week, net international reserves
increased by US$858 million, closing at US$188.1 billion. According to
Banxico’s report, this was explained by: (1) Sales of US$600 million from the
Federal Government to the central bank; and (2) a positive valuation effect in
institutional assets of US$258 million. In this context, the central bank’s
international reserves have increased by US$7.2 billion during 2020 (please refer
to the following table).

Banxico's foreign reserve accumulation details

US$, million
2019 Jun 12, 2020 Jun 12, 2020 Year-to-date
Balance Flows

International reserves (B)-(C) 180,877 188,105 858 7,228
(B) Gross international reserve 183,028 197,119 205 14,091
Pemex - - 0 2,624
Federal government - - -46 7,122

Market operations - - 0 0
Other - - 251 4,345
(C) Short-term government's liabilities 2,151 9,014 -653 6,863

Source: Banco de México

Inflation to continue experiencing distortions from the pandemic as well as
tax adjustments. We estimate headline inflation at 0.20% 2w/2w. Core prices
would pick up 0.14% (contribution: 11bps) and the non-core index would climb
0.41% (adding 10bps). In this context, we highlight that volatility in inflation data
seems to have increased and will probably remain high. We attribute this to direct
and indirect effects due to the pandemic. In this sense, INEGI stated that in May,
11.9% of the index was impacted by this factor.

At the core level, we expect some pressures to come back after the surprising fall
in the previous fortnight. The rise in processed foods would persist, estimated at
0.26% 2w/2w (contribution of 6bps), while other goods would be more moderate
(0.1%) due to weakness in demand, although positive once again after the
decrease in the last fortnight. We believe the latter was explained by the
distortions in data mentioned above on top of discounts from the Hot Sale
promotional campaign. Moreover, we could see some upward adjustments in
services (+0.1%, 4bps contribution) excluding housing and tourism. We should
remember that several digital services —such as Netflix, Mercado Libre (an Ebay
branch), and some videogame platforms, among others— increased prices due to
modifications in the country’s tax code that came into effect on June 1%. We
would also see higher airfares (6.4%), reversing part of the 14.4% decline of the
previous fortnight.

Inside the non-core component, data points to additional increases in energy,
which we estimate at 1.8% (adding 15bps to the headline). In particular, low-
grade gasoline would add 12bps, with higher international reference prices
outweighing for the appreciation of the Mexican peso, while excise tax subsidies
remain at zero. We also forecast an increase in LP gas. Meanwhile, agricultural
goods would be mixed. Fruits and vegetables would fall 1.3%, extending its
relative normalization after the strong pick-up observed in the first half of May.In
this sense, our monitoring showed moderate but generalized declines. On the
contrary, meat and egg would rise 0.3%, with pressures concentrated in poultry.
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With these results, annual inflation would stand at 3.05% from 2.84% in May,
supporting our belief that inflation is past its minimum, seen in April. The core
would improve to 3.50% from 3.64%, which would be positive considering the
difficulty it has experienced to breach said level since late 2016. Nevertheless,
this will probably remain the case for the remainder of the year. Non-core
inflation would climb to 1.66% from 0.35%, with an increasingly challenging
base effect —although still low in absolute terms relative to its mid-term average—
and impacted gradually by higher gasoline prices. As such, inflation would have
returned to the central bank’s target even with distortions in some components
due to the pandemic as well as significant economic weakness, with this backdrop
in our view still supporting additional cuts in the reference rate by Banxico in the
short term.

Retail sales in April to be impacted due to social distancing measures. We
anticipate a 22.6% y/y contraction, a new historical low. In monthly terms, the
decline would come in at -18.7% (also lowest ever). In a similar fashion to what
we saw in March, we expect to see shifting consumption patterns in the month,
largely explained by the continuation of social distancing measures. We must
remember that the ‘Emergency declaration” happened on March 30", setting the
stage for stronger distortions in April. In this sense, all of the data shows a
deterioration relative to March, both in yearly and monthly comparisons. By
sectors, we expect some resiliency in supermarkets, food & beverages and
healthcare products, while non-essential items, such as departmental stores, glass
& hardware, office & leisure, and clothing, along motor vehicles could show steep
declines. Meanwhile, internet sales will probably post a very strong performance,
as some purchases were substituted through this mean.

In this sense, ANTAD’s same-store sales plunged 24.5% y/y in real terms.
Nevertheless, there was still a mixed performance inside, with supermarket sales
up 6.4%, while specialized (-19.2%) and departmental stores (-73.3%) were in
deep contraction. Regarding the latter, despite online stores offering deep
discounts and payment plans, as well as other stores refusing to close (e.g. Coppel
and Elektra), we believe that the main factor that hindered performance is
uncertainty. On top of the fact that disposable income is lower, in the case there
are still resources available after essential purchases, consumers are being much
more cautious, deferring acquisitions of durable-goods and expensive items and
favoring savings. This in turn suggests that weakness will persist in coming
months. Reinforcing this hypothesis, vehicle sales declined 64.5%, lowest in
history (according to the series published by INEGI since 2005). In addition,
gasoline sales by Pemex (through wholesales) fell 40.1% y/y in volume and
70.8% in cash terms. This is consistent with data from 4Apple and Google which
signals that mobility was sharply down in the month. In other data, non-oil
consumption goods imports plunged 37.9%, lowest since December 1995.

In addition, more fundamental data also shows a deterioration, with 555.2

thousand formal jobs lost in addition to very negative figures within the latest

employment report from INEGI. In this sense, despite gains in average wages,

both in nominal and real terms, the loss in employment has resulted in a decline

in total payrolls. Meanwhile, remittances backtracked to negative territory in

dollar terms at -2.6%, although still highly positive at +24.5% in local currency.
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Going forward, most recent data suggests that April was the hardest hit month,
showing some sequential, albeit slight, improvements both in ANTAD (-21.2%
y/y) and vehicle sales (-59.0%) in May. Mobility data supports this trend, even
signaling some further recovery in June. However, we consider that given the
nature of the shock, consumption will remain weak, as previously mentioned,
highly impacted by increased levels of uncertainty.

Retail sales
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Bancxico to keep a steady pace of rate cuts. On Thursday, the central bank will
carry out its fifth monetary policy meeting of the year. We expect Banxico to cut
again the reference rate by 50bps to 5.00%, fourth consecutive of this magnitude
in 2020. We expect another unanimous vote, as the previous decision seemed
poised for a possible dissent —in favor of a more aggressive decline— but did not
materialize, in our view signaling comfort about this pace. Moreover and in our
view, the 1Q20 Quarterly Report was a tad less dovish, as it stressed concerns
over the financial shock experienced by the Mexican economy along higher
inflation forecasts. Nevertheless, we cannot rule out at least one dissenter, as: (1)
In the latest minutes, we identified two members in favor of more aggressive cuts;
and (2) we believe that, at the margin, economic and financial conditions have
evolved in a way that could convince some in this regard. Despite of the latter,
we maintain our view unchanged, as we see most Board members still favoring a
prudent and cautious approach. It is our take that this is also reinforced by recent
comments by Governor Alejandro Diaz de Le6én and Deputy Governor Javier
Guzman, among others. Specifically, and regarding the second point, we stress
out:

(1) Downward surprises in domestic growth. Since the last decision, we highlight
the historical decline in April’s industrial production and the deep fall in both
exports and imports within the trade balance. It should be noted that Banxico
already anticipated steep contractions, although they came in below market
expectations. For May, other data includes IMEF indicators, particularly the
additional fall in the manufacturing sector, along formal job losses. Regarding the
latter, Deputy Governor Jonathan Heath wrote an op-ed (available only in
Spanish) in which he argues that April’s unemployment rate, which officially
stood at 4.7%, does not convey the actual magnitude of the impact on employment
conditions. According to his calculations based on data from INEGI’s survey, the
rate would have surged between 25.4% and 27.8%, an unprecedented figure and
much worse than in the US.
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Overall, we will pay close attention for a possible bias towards one of their GDP
growth scenarios —in our view closer to the ‘Deep V-shaped’, at least so far—,
which would be more dovish at the margin.

(2) Better financial market dynamics. In our view, one of the most relevant
inclusions in the last statement and minutes was the guidance that decisions going
forward will be made “...considering the large impact on productive capacity as
well as the evolution of the financial shock that we are currently facing...”. In
this context, several financial market indicators have improved since the last
decision on May 14™ both globally and domestically, despite renewed turmoil in
recent days on concerns about the pandemic. Just to name a few, the VIX and
USD (according to the BBDXY) have fallen and the MSCI Global index (ACWI)
has appreciated. Locally, the main stock market gauge (Mexbol) has gained and
the Mexican peso is stronger against the dollar (see chart below, left). Moreover,
Mexico’s 5-year CDS declined from 256bps at the last decision, to 154bps today.
These dynamics, coupled with additional monetary easing around the world —such
as this week’s 75bps rate cut in Brazil or the important announcement of
quantitative easing in Chile—, suggest financial market conditions are primed for
additional easing. Nonetheless, we expect most members to still favor a cautious
and prudent stance. In this sense, we highlight that foreigners’ Mbono holdings
have fallen further at the margin (see chart below, right), a situation stressed in
the latest minutes and also by Governor Diaz de Leon. Short-term FX volatility
remains elevated, with anecdotal evidence that liquidity and depth in currency,
rates, and derivatives markets is still worse than pre-pandemic levels. As such,
Banxico’s Governor stated recently that measures to support liquidity in the
foreign exchange will not be relaxed and the Mexican peso is in ‘fragile territory’,
while risks for the banking system could intensify ahead. All in all, we believe
most members see the trade-off between cutting at a more accelerated pace to
boost economic activity and the risks that this could entail to financial stability,
as still favoring a more modest approach to easing.
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On inflation, it is our take that recent data clearly shows additional challenges for
assessing the outlook. This is consistent with the bank’s repeated characterization
of the balance of risks as uncertain. In this sense, we think the Board will increase
its focus on recent deviations in bi-weekly inflation prints, especially after data
for May, in which both the first and second fortnights surprised market consensus
by a wide margin, as shown in the chart below.



Although we believe these are mostly a result of the direct impact of the pandemic
on both non-core (e.g. energy) and core (e.g. tourism-related services and
processed foods) components, they have also been indirect, such as problems with
data collection and modifications to the sampling method. Despite these caveats,
we argue that the tone of the statement about the outlook for prices will not change
much, with the balance of risks still characterized as uncertain.
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Going forward, we maintain our expectation of an additional 50bps decrease in
the meeting to be held on August 13", with the reference rate reaching 4.50%,
where we expect it to finish this year. In our view, volatility will likely increase
again, not only because of the non-negligible probability of a second wave of
contagion of COVID-19, but also as we approach the US electoral process, with
the general election to be held on November 3", In this backdrop, higher risk
premia would prevent Banxico from easing beyond that level, taking also into
account that it would already imply an accommodative monetary policy relative
to the central bank’s estimate of the neutral reference rate.

April’s IGAE to a new historical low. We expect the Global Economic Activity
Indicator (IGAE) at -20.6% y/y, a new minimum since the series is available. The
economy was highly impacted by the COVID-19 pandemic and efforts against it,
such as social distancing measures. In the monthly comparison, we estimate the
contraction at -17.1%, also a new historical low.

As already known, industrial production plunged 29.3% y/y (-25.1% m/m),
dragged by significant weakness in construction (-38.0% y/y) and manufacturing
(-35.3%) on the suspension of non-essential activities. Although mining was
better (-3.6%), the non-oil component fell considerably (-30.2%), as it was also
deemed non-essential. Finally, public services were affected by broad weakness
in activity (-3.5%).

Considering the pandemic’s unprecedented shock, we anticipate a contraction of
18.9% (-15.7% m/m) in services. In this respect, IMEF’s non-manufacturing PMI
fell to a new historical low at 35.6pts (although it should be remembered that this
indicator includes construction), while formal employment declined 238 thousand
positions, equivalent to 42% of total formal jobs lost in the month. In addition,
and as mentioned in the previous section, mobility indicators suggest this was the
weakest month.
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Inside, we expect significant declines almost everywhere, with transportation,
lodging and recreational services, impacted by the deep recession in tourism and
entertainment. In this sense: (1) Air passenger traffic in all the country’s airports
declined 93.0% y/y; (2) hotel occupancy rates barely stood at 2.8%; and (3)
attendance to museums and archeological sites declined 100%. Others such as
cinemas, theatres and concerts were also suspended. Transportation would also
be impacted by lower industrial output and commerce, although possibly finding
some support with online sales that use home delivery services.

We expect commerce to fall, both wholesale and retail. On the latter and as
detailed above, despite strength in essential goods’ sales, the rest would suffer on
the back of high uncertainty and the deterioration in employment. Education
could show a more modest contraction, supported by the continuation of activities
remotely. On health, we do not rule out a contraction. Even though demand for
emergency services has increased due to the pandemic, we believe others
moderated, as suggested by anecdotal evidence. Finally, financial services, as
well as corporates, could show some resiliency, with the former supported by its
essential status and the latter because of home-office schemes.

Going forward, we expect a modest recovery in May, as pointed out by timely
figures such as ANTAD and vehicle sales (see retail sales section), along the
2.3pts increase in the non-manufacturing PMI, among others. Nevertheless,
weakness will persist, particularly in the most disrupted industries. In this respect,
the magnitude of the downfall in air passenger traffic handled by private airport
groups (-93.0% y/y) remained extraordinarily high. Overall, we believe the
rebound will be very gradual, anticipating sequential recoveries in monthly terms
but still very negative prints in the annual comparison.
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Trade to deepen its decline in May. We estimate a US$3,786.6 million deficit,
surpassing last month’s figure by US$699.2 million and adding two consecutive
negative months. Total trade (exports plus imports) would come at US$47,477.1
million, a 42.5% y/y decline and below the -35.8% seen in April. Total exports
would fall 47.7% y/y, while imports would contract 37.2%. Inside, dynamics in
the oil balance would improve on higher prices for exports and imports remaining
stagnant, while the non-oil balance would expand the deficit, with both registering
heavy losses albeit with less dynamic exports relative to imports.
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In oil, we anticipate a US$171.1 million deficit, narrowing to its lowest in five
years, highly skewed by changes in dynamics due to the pandemic. Regarding
exports, although crude oil prices recovered relative to April —with the Mexican
oil mix averaging 24.85 US$/bbl vs. 12.23 US$/bbl in the previous month— the
annual comparison still plunged 60.1%. Regarding volumes, we should remember
that OPEC+ cuts came into force this month, representing a 100kbpd decline to a
target of around 1,618kbpd. In this context, Pemex’s CEO, Octavio Romero,
stated that compliance had been 100%. In addition, personnel were withdrawn
from rigs on health concerns from the pandemic, adding pressures to output.
Despite of this, import data from the US suggests volumes were higher, leading
us to expect total oil exports at -47.9%, with crude at -51.7%. In imports, we
expect strong weakness, much more so than in exports, anticipating a 66.9% fall.
In this sense, PMI, Pemex’s international branch, declared force majeure clauses
in fuel shipments contracts, postponing them to 2H20. This would impact
consumption goods imports the most, even on some early signs of increased
mobility that would have helped gasoline demand at the margin. This fall is likely
to happen also despite higher prices, with gasoline futures in the US coming in at
-51.7% yly (vs. -67.2% in April). In this context, we believe that a lag between
shipments and demand in previous months drove a steep accumulation of
inventories, triggering these cancelations in late April and May. Going forward,
and even with the additional recovery in prices, output cuts and sluggish demand
should limit the sector’s upward potential.

The non-oil balance would surge to a US$3,615.5 million deficit, widening
relative to the previous month. We estimate exports at -47.7%, with imports
slightly better at -33.4%. Unlike April, we expect additional weakness in
shipments abroad, driven partly by data that suggests businesses tapped their
inventories in April to continue sending their goods. The latter, coupled with an
extension of restrictions to activity that resulted in very low production (and with
modest or even null inventories), exports were likely hit more strongly. This is
evident in auto exports, falling 95.1% y/y, worse than April’s -90.2%. Therefore,
we anticipate a contraction of 84.6% in auto exports. Meanwhile, other
manufacturing would show similar performance, although more resilient, at
-31.3%. It should be noted that this would happen despite the better performance
in US industrial production, which climbed to -15.4% from -17.1% in the previous
month. Additional support for this hypothesis comes from several reports
affirming that various US business chambers called for Mexican manufacturers
to reopen, as inputs were needed to keep up with production. Non-oil mining
would also be lower, impacted by an unfavorable base effect, while agricultural
goods could outperform, driven by higher demand of some goods after shutdowns
in processing plants in the US.
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On imports, available data suggests a stronger performance relative to exports,
with China regaining momentum —both in terms of output and exports—, while in
the US, the ISM exports index climbed to 41.5pts from 36.3pts, contrary to the
decline in the ‘imports’ component. Nevertheless, absolute levels would remain
very depressed. In this context, we expect intermediate goods at -30.5%, while
consumption goods would come in at -38.5%. Finally, we expect capital goods to
plummet 51.4%, catching up after previous month upside surprise and with a

more challenging base effect.
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