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= Industrial production (May). We anticipate a 30.0% y/y contraction, a new
historical low for second consecutive time after the -29.3% observed in April.
Broadly speaking, this would be a result of basically unchanged measures to
cope with COVID-19. Although the government unveiled plan to reopen the
economy by the middle of the month, companies had to comply with certain
sanitary requirements before restarting operations, delaying the process.
Along bottlenecks in some industries and other specific factors, data suggests
the economy remained at a stand-still and at a level very close to the previous
month. With seasonal adjusted data, we forecast a 0.6% m/m decline
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DATE HOUR (ET)  EVENT PERIOD UNIT BANORTE  CONSENSUS  PREVIOUS
Mon 6-Jul  7:00am Gross fixed investment April % yly -34.6 -25.8 -11.0
sa % m/m -23.7 - 3.1
Machinery and equipment % yly -319 - -16.1
Domestic % yly -434 - -14.9
Imported % yly -24.8 - -16.9
Construction % yly -36.5 - 72
Tue 7-Jul 10:00am International reserves Jul-3 US$ bn - - 188.9
Tue 7-Jul 3:30pm Citibanamex bi-weekly survey of economic expectations
Thu 9-Jul 7:00am CPlinflation June % m/m 0.42 0.40 0.39
% yly 3.20 3.18 2.84
Core % m/m 0.27 0.30 0.30
% yly 3.61 - 3.64
Thu 9-Jul 10:00am Banxico's minutes
Fri 10-Jul Wage negotiations June % - - 4.7
Fri 10-Jul 7:00am Industrial production May % yly -30.0 - -29.3
sa % m/m -0.6 -25.1
Mining % yly -6.3 -3.6
Utilities % yly -5.5 -35
Construction % yly -35.8 -38.0
Manufacturing % yly -36.6 -35.3

Source: Banorte; Bloomberg
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Proceeding in chronological order...

High double-digit decline in investment expected in April. We anticipate GFI
at a whopping -34.6% y/y, extending the -11.0% of the previous month. If our
forecast materializes, it would only rival the deepest contractions observed during
the Tequila crisis, when investment plunged slightly more than 40% y/y from
April to August 1995. This would be driven by the stoppage of activity and social
distancing measures during the period, exacerbated by the surge in uncertainty.
In this sense, supply-side data showed the economy plunged 19.9% y/y according
to IGAE, with this component of aggregate demand likely the most affected.

We expect construction at -36.5% y/y, slightly above the -38.0% in the industrial
production report. In our view, restrictions impacted the private sector relatively
more than public works —as some key projects of the latter kept going given that
they were catalogued as essential—. In this respect, edification plunged by 40.4%,
while civil engineering fell 31.9%, contrary to recent trends. Moreover, business
confidence plunged to a new historical low (by the time, as it fell further in May)
in both the headline index and the ‘adequate moment to invest’ components.
Contrary to this, public finance data shows that federal spending in physical
investments went up by 22.2% y/y, although we fade out this data point as it has
not provided a useful signal of performance, while a plethora of reports affirmed
activity in several states was brought to a complete halt.

We anticipate machinery and equipment at -31.9%. Contrary to recent prints, the
imported component would “outperform”, at -24.8% y/y, with capital goods
imports for the period at -26.7%, highest decline since the 2009 crisis. This would
happen despite the strong depreciation of the Mexican peso, which averaged
24.2658 per dollar against 22.3784 in April. We believe this could be related to
previously placed orders that were fulfilled in the month. On the other hand, we
estimate the domestic to fall 43.4%, reflecting the decline in confidence to new
lows in virtually all sectors considered in the survey.

Going forward, investment will likely remain heavily pressures. The main reasons
behind our expectation include: (1) Global and domestic uncertainty staying very
elevated given the evolution of the pandemic and the lack of an effective treatment
or vaccine; (2) GDP growth expectations continue to be cut, limiting profit
opportunities; (3) restrictions imposed to fight the virus have had an adverse
impact on sales, deteriorating businesses’ balance sheets; and (4) capital spending
is likely to stay unfavored for a while as entrepreneurs prioritize current expenses
while trying to maintain adequate liquidity levels.
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Weekly international reserves report. Last week, net international reserves
increased by US$655 million, closing at US$188.9 billion. According to
Banxico’s report, this was explained by: (1) Sales of US$550 million from the
Federal Government to the central bank; and (2) a negative valuation effect in
institutional assets of US$115 million. In this context, the central bank’s
international reserves have increased by US$8.1 billion during 2020 (please refer
to the following table).

Banxico's foreign reserve accumulation details

US$, million
2019 Jun 26, 2020 Jun 26, 2020 Year-to-date
Balance Flows

International reserves (B)-(C) 180,877 188,941 665 8,064
(B) Gross international reserve 183,028 197,053 114 14,025
Pemex - - 0 2,624
Federal government - - -30 6,975

Market operations - - 0 0
Other - - 144 4,426
(C) Short-term government's liabilities 2,151 8,112 -551 5,961

Source: Banco de México

Inflation to keep climbing in June. We estimate headline inflation at 0.42% m/m
(previous: 0.39%). Inside, core prices would be an inch lower relative to May, at
+0.27% (with a monthly contribution of 21bps). Nevertheless, the non-core index
would rise more (+0.87%, adding also 21bps), mainly on the back of an extension
higher in energy prices. As a result, annual inflation would pick up to 3.20% from
2.84% in May, with the core broadly stable at 3.61% (previous: 3.64%). The non-
core index, on the other hand, would adjust to 1.92% from 0.35%, still low by
historical standards. Broadly speaking, we see faster increases in some categories
on the back of the gradual reopening of the economy, which has been matched by
signals that mobility is improving. Nevertheless, these should not be of great
concern as they are likely to be modest in magnitude, given that FX volatility has
diminished, and economic slack remains very wide.

Within the core, we highlight that housing keeps showing muted pressures, likely
influenced by low demand. Meanwhile, we estimate airfares (6.4% m/m) and
tourism services (1.6%) to show more stability in the second half after increasing
in the previous fortnight —particularly the former—, with little room for additional
reductions given that annual rates are already very low, impacted by the
pandemic.
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On the other hand, goods would decelerate at the margin relative to April, at
0.40%. In this component, it is welcome news that processed foods seem to be
less pressured after dynamics observed in April and May, which were affected
upward by the pandemic. In contrast, other goods would gather some steam at
0.6%, mainly affected by the reversal of discounts from the Hot Sale campaign
during the first fortnight, but also as more businesses opened.

Going to the non-core, the main highlight is that upward pressures in energy
prices would have extended, estimating a 5.7% increase. Among them, low-grade
gasoline will account for the strongest share, estimated at 8.8% m/m
(contribution: 37bps). For the latter, we incorporate that gasoline prices in the US
climbed quite strongly and the MXN depreciated during the second fortnight,
while subsidies to excise-taxes to this good remained at zero. LP gas would also
climb, estimated at 2.8%. On agricultural goods we expect a mixed performance.
Fresh fruits and vegetables (-5.8%) would fall again the second half of the period,
with our monitoring signaled a sizable adjustment in tomatoes, along declines in
chilies and other fruits. In contrast, we had reports of relevant price hikes in
chicken and eggs, enough to reverse the fall of the first half to end at 0.7% m/m.

Banxico’s minutes to convey a dovish but prudent approach. The central bank
will release the monetary policy minutes of its decision held on June 25™, in which
the reference rate was cut by 50bps to 5.00% with a unanimous vote. In our view,
the document will reflect the more dovish tone we perceived in the statement,
with investors likely focusing on comments about the growth and inflation
outlook. Is in this backdrop in which, after the decision, we adjusted our monetary
policy expectations, currently seeing two additional rate cuts of 50bps each, in
August and September, with the reference rate closing the year at 4.00%. In our
view, the most relevant issues will be:

(1) The outlook for growth. We believe it is important to mention that the central
bank anticipates even more economic slack, suggesting that the latest data, such
as April’s IGAE, have been below their expectations. We will be focused on the
discussion in this front, including the possibility that some members mention
which of the scenarios in the Quarterly Report may be materializing with a higher
probability, or even if they see the need of adjusting them. In this backdrop, we
should say that the simple average of the three scenarios for GDP this year stood
at -7.2% yly, above the median of -8.8% in the latest central bank survey (see
chart below). We will also be looking for comments about the evolution of the
pandemic and how it could be affecting their expectations, not only locally, but
also because of increased fears of a “second wave” of contagion, including in the
US. In this respect, it is important to remember that they argued that the economic
reopening could help the economy recover in May and June. Nevertheless, and as
mentioned below in the case of industrial production, signals so far —at least for
May— have been mixed at best.
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(2) The path and risks for inflation. In the statement, we perceived a bias favoring
a lower-than-expected path for inflation relative to their latest forecasts.
Considering this and based on our estimate for the 2™ half of June, average annual
inflation in 2Q20 would be at 2.7%, in line with Banxico’s estimate. Nevertheless,
our expected path is slightly lower relative to that of the central bank for both the
third and fourth quarters. In terms of the effect of slack on prices —which was
emphasized by the monetary authority—, the component in which we have
observed it more clearly is in housing prices. On the other hand, it will also be
important to see: (a) Any comment about the potential effect of the gradual
economic reopening on prices of some goods and services (e.g. airfares and
tourism services) and the possibility of pressures driven by the effect of supply
chain disruptions; (b) the analysis of the consequences of lower global inflation,
as it was included as a new risk to the downside; (c) the potential effect on
decisions stemming from greater measurement challenges and the bias inserted in
prices due to the pandemic; and (d) some thoughts about the implications that
could result from recent deviations of inflation relative to market expectations,
suggesting higher underlying volatility. Despite of these caveats and broadly
speaking, we believe most members of the Board are not concerned about the
outlook for inflation even with higher uncertainty, reaffirmed for quite some time
through the characterization of the balance of risks as uncertain.

All in all, we believe Banxico will confirm that the majority still sees room for
additional rate cuts. Among them, Deputy Governor Javier Guzmén —which we
identify as relatively hawkish— recently said they can still make additional
adjustments, reinforcing our recent modest change in expectations. Nevertheless,
we also think cautiousness will prevail, remembering that both external and
domestic risks remain high. Apart from the pandemic, we highlight the upcoming
electoral process in the US ahead of the elections to be held on November 3%,
Among the relevant events this quarter we highlight National Conventions, both
by Democrats (August 17" to 20™) and Republicans (August 24" to 27™).
Moreover, the first presidential debate will be held on September 29, followed
by two more in October. In our view, this will be a relevant risk that will be
incorporated by Banxico, more so given its potential effect on financial
conditions, including on volatility levels and depth of local markets.
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Industrial production to have stayed deeply down in May. We anticipate a
30.0% y/y contraction, a new historical low for second consecutive time after the
-29.3% observed in April. Broadly speaking, this would be a result of basically
unchanged measures to cope with COVID-19. We should say the government
unveiled its plan to reopen the economy by the middle of the month, which
included the designation of additional industries as essential. Nevertheless,
companies had to comply with certain sanitary requirements before restarting
operations, delaying the process. Along bottlenecks in some industries and other
specific factors, data suggests the economy stayed at a stand-still and at a level
very close to the previous month. Overall, we forecast a 0.6% m/m decline with
seasonally adjusted data. If we are right, this would challenge our view that the
bottom in activity was in April.

One important drag —at the margin— would be mining, estimated to fall -6.3% y/y
(-3.7% m/m) from -3.6% in April. As mentioned before, the OPEC+ agreement
became binding in May, with PEMEX’s CEO affirming they complied at 100%.
This was corroborated later with production data, with the state-owned company
reporting 1,677kbpd of oil (agreed: 1,681kbpd), equivalent to a 0.3% y/y decline
—first contraction this year— after +3.1% in the previous month. Apart from this,
gas was down more strongly at -7.9%. In non-oil, the sector’s production in April
was very low but exports high, suggesting an inventory drawdown, which was
reinforced by figures showing shipments abroad plunged in May.

We see construction at -35.8% y/y (-0.4% m/m). Despite a more favorable base
effect, the sector remained very limited by its non-essential status. On the positive
side, reports affirm that flagship Federal Government projects continued, while
the Mexican Chamber of the Construction Industry (Cdmara Mexicana de la
Industria de la Construccion or CMIC, by its Spanish acronym) also said some
highway maintenance projects resumed at a limited scale, among other news.

Nevertheless, support from this to the headline index will likely be modest as the
private sector’s share of total activity is much higher. Regarding the latter, we
highlight that available data on employment, business confidence, and executed
works, were all broadly weaker.

Lastly, we anticipate manufacturing at -36.6% y/y (+0.3% m/m), an inch lower to
the -35.3% in April. As in construction, signals are mixed. The main indicator
pointing to a rebound is auto production, with 22,119 vehicles after only 3,722 in
the previous month. In annual terms, the rate inched higher, to -93.7% from
-98.8%. Moreover, US industrial production improved at the margin, at -16.5%
from -20.3%. In contrast, the trade balance was universally weaker, with exports
dipping 58.7% and intermediate goods imports falling 41.8%. The latter was
reinforced by IMEF’s manufacturing PMI, with the ‘production’ component
declining to 25.9pts (sa), a new historical low. Coupled with inventories’
dynamics, we think supply chain disruptions continued and affected production
slightly more, as raw materials were scarcer. Employment figures also showed
additional job losses, with the annual rate at -4.4%, lowest since the 2009 financial
Crisis.
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