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Consumer prices decreased 0.26%m/m in April, more than expected. Core FX Strategist

. . .. . . L. juan.alderete.macal@banorte.com
inflation was 0.16% in line with our forecasts. The main deviation from our

forecast comes from: (1) A lower than expected contribution of agricultural

prices (2.4bps vs. our 9bps); (2) a lower than expected contribution of

merchandise prices (9.6bps vs. our 10.9bps); (3) an overestimation of

government tariffs prices (0.4bps vs. our 1.3bps); and (4) a larger than expected

contribution of services prices (2.1bps vs. our 1.8bps), as shown in the table

below.

April inflation by components
% monthly incidence

Observed Banorte-Ixe Difference

Headline -0.26 -0.17 -0.085
Core 0.12 0.13 -0.010
Goods 0.10 0.11 -0.014
Processed foods 0.03 0.03 -0.001
Other goods 0.06 0.08 -0.012
Services 0.02 0.02 0.003
Housing 0.035 0.035 -0.001
Education 0.00 0.00 0.000
Other services -0.02 -0.02 0.004
Non-core -0.38 -0.31 -0.074
Agricultural 0.02 0.09 -0.066
Fresh fruits and vegetables -0.01 0.03 -0.044
Meat and egg 0.03 0.06 -0.021
Energy and government regulated -0.42 -0.41 -0.008
Energy -0.43 -0.43 0.001
Government regulated 0.00 0.01 -0.009

Source: Banorte-Ixe with data from INEGI and Banco de México. Document for distribution among

Note: Contributions might not add due to the number of decimals allowed in the table. Previous to year 2011, contributions might public

not add because of the change in CPI-calculation methodology.
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Three factors behind monthly deflation in April. Firstly, during the period in
question, summer discounts on electricity tariffs (-14.1%) started applying in
some regions of the country, on top of which there were lower low grade
gasoline prices, particularly in some cities in the northern border of the country
(-0.48%). In addition, the price of “fruits & veggies” fell 0.33%, with INEGI
mentioning strong declines in products such as Husk tomatoes (-9.5%), bananas
(-6.3%), potatoes (-3.9%) and zucchini (-7.6%), which more than offset for the
increases in other products such as Serrano chilies (22.1%), avocados (11.3%),
other fresh chilies (13.8%) and Poblano chilies (33.8%). Finally, “other
services” prices came down 0.09% m/m on the back of lower prices of tourism
services (air transportation: -9.3%; tourism services: -7.5%), given the end of
the Easter holiday season. In contrast, merchandise prices increased 0.28%, due
to a 0.21% m/m rate of food inflation coupled with a 0.34% increase in other
goods.

With these numbers, annual inflation is at 3.06% vs. 3.14% in previous
month. Meanwhile, core inflation is at 2.31% from 2.45% in March. We expect
inflation to remain hovering around the 3% target in the coming months.

From our fixed income and FX strategy team

Muted reaction towards CPIl report in local markets with investors
focusing on global risks. Local rates observed a muted reaction towards
today’s CPI report, as the deflationary figure was highly expected (mainly
explained by seasonal factors). However, investors have acknowledged that
current economic conditions will result in a lower FX pass-through effect, as it
has been depicted in the latest releases. This is an important situation to be
considered, as now the market is pricing in the beginning of the tightening cycle
in Mexico in tandem with the Federal Reserve and not before (as it was the case
a month ago), with market implied probabilities pointing towards an initial rate
hike by 4Q15. Mexican bonds are trading today with a positive bias (gains of 2-
3bps), albeit still under a depreciation trend started at the end of April. Market
participants are focusing on global risks, leaving aside momentarily local
factors. The local yield curve has been closely correlated in the last days with its
U.S. and European peers. Price and rate adjustments in European bonds
(following better growth and inflation data in the region) together with concerns
on Fed and an increase in oil prices have pushed Mexican rates higher, depicting
a strong sell-off. It is our take that investors’ sentiment will remain undermined
by the high uncertainty about tomorrow’s BLS labor market report in the U.S. In
our view, the yield curve in Mexico (Mbonos) is reaching attractive valuations
for long directional strategies, although we recognized that appetite for
sovereign debt could be affected by the strong uncertainty regarding Fed future
actions and the effect of the hiking cycle on the price of financial assets
worldwide.
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The 20-year segment of the Mbonos curve continues depicting an attractive
valuation vis-a-vis other tenors, however we remain cautious and suggest
patience in order to observe better entry levels. In terms of Mexican linkers,
valuation is extremely attractive in Udibonos, especially the mid and long ends.
Inflation breakevens are hovering 3% in every tenor. The most attractive
breakeven is the 10-year (2.89%). Risk rewards in this strategy could be around
70bps. However, an important issue to take into consideration is the negative
carry of Mexican linkers in the 1H15. In this regard, we consider that by the end
of this month the market is likely to swap long strategies from Mbonos to
Udibonos.

In FX, the Mexican peso traded broadly unchanged after the report, gaining
0.1% from yesterday’s close to 15.34 per dollar. In our view, the report adds to
the evidence that pass-through effects have been very moderate, probably owing
to a still weak cyclical condition and elevated output gap as commented by
Banxico’s governor Cartens yesterday. We believe this could bode well for the
currency if it results in better economic growth dynamics going forward,
particularly private consumption, which could pick up in 2H15 due to contained
inflation levels, among other factors. Nevertheless, this assumes a relatively
good external environment, although uncertainty about the Fed and Greece
remains high. All in all, we maintain a neutral short-term stance on the peso
given evidence of recent underperformance in the EM space, technical signs that
the weakening trend remains in place (such as the inability to break definitively
below the 50D MA, currently at 15.24), lack of positive local drivers and a
complicated external environment, eyeing events in coming weeks to analyze
the possibility of a better backdrop and performance in 3Q15.

Disclaimer

The information contained in this document is illustrative and informative so it should not be
considered as an advice and/or recommendation of any kind. BANORTE is not part of any party or
political trend.
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