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= INEGI just published its inflation report for the first half of February @analisis_fundam

= Headline inflation (1H-Feb): 0.33%2w/2w (Banorte-Ixe: 0.13% 2w/2w; Delia Paredes
consensus: 0.30% 2W/2W) Executive Director of Economic Analysis
- delia.paredes@banorte.com
= Core inflation (1H-Feb): 0.46%2w/2w (Banorte-Ixe: 0.24% 2w/2w; )
consensus: 0.28%2w/2w) Francisco Flores
Economist, Mexico
= Inflation in the first half of February was explained by pressures on francisco flores. serrano@banorte.com

other goods prices along with increases in processed foods prices

= With these numbers, annual inflation stands at 4.71% vs. 4.66% in
December

= We expect year-end inflation at 5.7%

= Local assets depicted a strong momentum despite a higher than Fixed income and FX Strategy

expected inflation print Alejandro Padilla

Director de Estrategia

Consumer prices increased 0.33% 2w/2w in January (Banorte-Ixe: 0.13% ;:_r‘;diga Q'ﬁ:@’gﬁiigﬁfm
2w/2w). In addition, core inflation was 0.46% vs. our 0.24% estimate jandrop '
(consensus: 0.28% 2w/2w). The main deviation from our forecast comes from: Juan Carlos Alderete, CFA
(1) A higher than expected contribution of processed foods (15.6bp vs our 5bp); FX Strategist

. . . K juan.alderete.macal@banorte.com
(2) an underestimation of other goods prices (8.1bp vs our 4bp); and (3) a higher
than expected contribution of energy prices (3.6bp vs our 5.4bp), as shown in Santiago Leal

Analyst Fixed Income and FX

the table below. santiago.leal@banorte.com

1H-February inflation by major subcomponent
Bi-weekly incidence, %

Banorte-Ixe
Observed forecast Difference

Headline 0.33 0.13 0.21
Core 0.34 0.17 0.17
Goods 0.24 0.09 0.15
Processed foods 0.08 0.04 0.04
Other goods 0.16 0.05 0.11
Services 0.11 0.08 0.02
Housing 0.03 0.02 0.01
Education 0.01 0.01 0.00
Other services 0.07 0.06 0.01
Non-core -0.01 -0.05 0.04
Agricultural -0.08 -0.08 0.00
Fresh fruits and vegetables -0.08 -0.09 0.01
Meat and egg 0.00 0.01 -0.01
Energy and government regulated 0.07 0.03 0.04
Energy 0.04 0.02 0.03
Government regulated 0.03 0.02 0.01

Source: INEGI, Banorte-Ixe Document for distribution among

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

contributions might not add because of the change in CPI-calculation methodology
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Inflation in the first half of February was explained by pressures on other
goods prices along with increases in processed foods prices. According to
INEGI, among the items with the most change in prices were other goods
(0.84% 2w/2w), mainly due to the 1.09% 2w/2w increase in automobile prices.
Moreover, another sub-index with substantial changes was processed foods
(0.51% 2w/2w), mainly driven by increases in pastries (2.63% 2w/2w) and other
prepared foods (1.51% 2w/2w).

On the other hand, the biggest decreases were seen in the fresh fruits and
vegetables prices, which declined 2.36% 2w/2w, driven by lower prices of
tomatoes (-15.59% 2w/2w) and onions (-13.43% 2w/2w) among others.

With these numbers, annual inflation stands at 4.71% vs. 4.66% in
December. Moreover, core inflation in January increased from 3.95% last
month to 4.20%. Looking ahead, we consider that inflation will be impacted by:
(1) The increase and liberalization of gasoline prices; and (2) second round
effects stemming from the higher pass-through effect of the depreciation of the
Mexican peso and higher energy costs to prices. We expect it to close 2017 at
5.7% yoy.

From our fixed income and FX strategy team

Local assets depicted a strong momentum despite a higher than expected
inflation print. Mexican bonds have been able to maintain a three-day rally
despite the evidence of inflationary pressures, mainly in the core component, but
benefited by the effect of the FEC’s announcement on Tuesday in tandem with
strong gains in global sovereign bonds this week. More details in our research
note “Reassessing our rates and peso forecasts after the FEC’s new
mechanism” <pdf>, published on February 21%, 2017. The short-end is gaining
4-5bps, while the mid part of the curve is rallying 10bps and longer tenors 9bps.
Breakevens are hovering around 4.00% in 3- and 5-year horizons, while 10- and
30-year tenors are trading at 3.85%. This suggests that the market has already
priced in a complex CPI scenario for 2017 but with an effect that is likely to
water down in the mid- and long-term. We see no interesting relative value in
CPl-adjusted Udibonos. Taking into account current conditions, we remain
positive in terms of the belly of the yield curve, but not so constructive with
respect to the long-end, especially after the recent rally and flattening bias. As a
result, we hold our trade idea opened on February 15", 2017 of a 5y10y
steepener position in TIE-IRS (long/receive 5y TIIE-IRS (65x1) and short/pay
10y THE-IRS (130x1)) with an entry level of 28bps, target of 43bps, stop-loss
of 18bps, and currently trading at 31bps. More details in our research note
“Trade Idea: 5y10y TIIE-IRS steepener” <pdf>.
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https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/estrategiasemanalrentafija/20170221_FEC.pdf
https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/estrategiasemanalrentafija/20170215_5y10ySteepener.pdf

In the FX market, the Mexican peso pushed higher after the report, from 19.75
to 19.68 per dollar and +1.1% on the day, with the strongest move after positive
comments for Mexico by the US Treasury Secretary. Inflation pressures coupled
with Banxico’s strong credibility support the expectation of rate hikes while the
backdrop of low volatility has increased appetite for carry trades, which has
improved significantly for MXN. In this context, we reiterate our
recommendation of peso longs on an intraday basis, with a support in the 19.50-
19.55 zone, near the convergence of the 200-day MA (19.51) and a Fibonacci
level (19.54).
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recommendation of any kind. BANORTE is not part of any party or political trend.
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