December CPI - Headline inflation closes the
year at 7.82%, helped by the non-core

Headline inflation (December): 0.38% m/m; Banorte: 0.42%;
consensus: 0.39% (range: 0.33% to 0.47%); previous: 0.58%

= Core inflation (December): 0.65% m/m; Banorte: 0.68%; consensus:
0.65% (range: 0.61% to 0.69%); previous: 0.45%

= The print is affected by several seasonal trends. In the core, ‘other
goods’ (0.6%) rebound after discounts in El Buen Fin, with ‘other
services’ (0.8%) impacted by increases in tourism. In addition,
pressures persisted in processed foods (0.9%). In the non-core, energy
(-1.7%) remained to the downside, especially LP gas (-4.9%). Finally,
agricultural items advanced 0.5%, driven by fruits and vegetables
(1.2%)

= As such, annual inflation closed the year at 7.82% from 7.80% in the
previous month. Meanwhile, the core showed its first moderation after
24 months increasing, standing at 8.35% from 8.51%

= Considering recent dynamics in energy —and despite a still challenging
outlook for the core—, we revise out 2023 year-end estimate to 4.8%
(previous: 5.4%)

= Breakevens have decreased slightly on inflation downward surprises

Inflation at 0.38% m/m, with adverse seasonality at the core. This last
category came in at 0.65%, still above its medium- and long-term averages. A
part is explained by the payback from El Buen Fin discounts, particularly
impacting ‘other goods’ (0.6%), but to a lesser extent also on ‘other services’
(0.8%). We note that the latter were also driven by increases in tourism-related
categories, such as intercity buses (2.5%) and tourism packages (5.7%).
Meanwhile, processed foods remained pressured (0.9%), likely impacted by price
adjustments announced by some large producers in the month (e.g. FEMSA and
Bimbo). The non-core fell 0.40%, helped by a energy (-1.7%). Inside we highlight
LP gas (-4.9%) and low-grade gasoline (-1.1%). Within agricultural items (0.5%),
the expansion centered in fruits and vegetables (1.2%), noting advances in goods
such as serrano chilies and tomatoes. Meat and egg were more modest (-0.1%)
despite adverse news for chicken by the end of the period because of the bird flu.

December 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
Serrano chilies 6.1 39.7
Dining away from home 3.8 0.8
Sodas 31 14
Tomatoes 2.8 3.9
Housing 2.8 0.3
Goods and services with the largest negative contribution
LP gas 9.1 -4.9
Low grade gasoline 5.3 11
Onions -4.9 -18.3
Chicken 2.2 -13
Natural gas 2.1 -8.6
Source: INEGI
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Annual inflation closes 2022 at 7.82%. Despite representing an acceleration
relative to the previous month (7.80%), it was mostly explained by a more
challenging base effect. As such, we believe the path for inflation going forward
will be to the downside. Meanwhile, the core fell for the first time in 24 months,
moderating to 8.35% from 8.51% in the previous period. Inside, goods keep
concentrating most of the advance (11.1%), albeit with services also high (5.2%).
In the non-core, despite increasing to 6.27% (vs. 5.73% in November), energy has
been the main driver of the moderation in the last couple of months, standing at
2.9%. Moreover, agricultural items (9.5%) have been modest than we had
originally thought.

Considering recent dynamics, we revise our 2023 year-end forecast to 4.8%
from 5.4%. The improvement is mainly explained by two factors: (1) A better
outlook for energy —both LP gas and gasolines; and (2) the expectation of more
modest increases in agricultural goods. Regarding the first point, much of the
recent performance is due to a more modest winter in Europe, a situation which
has allowed an adequate management of hydrocarbons’ inventories despite the
extension of the war in Ukraine. This could set the stage for a tighter behavior in
international references in coming months, as shown in several futures curves and
forecasts from international agencies (see chart below, left). Global recession
fears could help dampen some price pressures, albeit with China’s reopening and
eventual responses from OPEC and allies as potential offsets to this. On the latter,
our expectation is based on the recent behavior of fertilizer prices (chart below,
right), which we expect to translate into larger supply —and a lower price of said
goods. In addition, the recent announcement of an extension and wider scope of
the measures related to international trade as part of the Plan Against Inflation
could also help in this front.
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On the other hand, risks persist, particularly for the core. As such, our estimate
for this component stands at 5.6% (previous: 5.7%). We believe pressures could
continue, stemming from: (1) The 20% increase to the minimum wage; (2) the
possibility of higher resiliency in economic activity; and (3) heftier price
increases in tourism given changes on labor laws. Specifically, the former could
have a larger impact than in the previous year considering accumulated progress
as well as prevailing cost pressures. Regarding the second, signs for economic
activity have been more favorable than we originally anticipated, likely resulting
in a tighter output gap.


https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20221201_Minimum_Wage_2023.pdf

On the third point, changes to the Federal Labor Law incorporate more vacation
days for workers. If this induces larger demand for vacations and/or a further rise
in companies’ costs, prices could be adjusted upwards. On the other hand, some
mitigating factors exist that could partly offset for the latter, mainly related to
lower costs in other categories. Among them, we highlight our view for both
energy and agricultural items, which could have a positive spillover in processed
foods and ‘dining away from home’. Meanwhile, an additional normalization in
supply chains —given the end of the zero-COVID policy in China— and the
expectation of global lower prices could help this component, especially given
lower transportation and logistics costs, to mention a few.

In general, we expect positive effects to be larger, helped by restrictive monetary
policy —both globally and locally. However, given lagged effects, a stronger
deceleration could happen in the second half of the year —also considering a more
challenging base—, as seen in the following chart.
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From our fixed income and FX strategy team

Breakevens have decreased slightly on inflation downward surprises. Local
fixed income began the year with a rally in long-term securities. Both the Mbonos
and TIIE-IRS curves registered a flattening bias, with gains of around 40bps at
the long-end and few changes at the short-end. In a similar fashion, CPI-linked
bonds (Udibonos) recorded average gains of 16bps. Hence, breakevens have
declined for all maturities except for the 3-year, standing below their 12-month
averages. It is worth noting that we still do not see enough value in Udibonos
despite the compression in breakevens. On monetary policy, the market is pricing-
in that Banxico will raise the benchmark rate for the last time in February to
11.00%, equivalent to a 50bps hike, in line with our call. In this way, the
restrictive cycle that started in June 2021 will conclude from a reference rate of
4.00% to unprecedent levels (+700bps).
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