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Inflation in the first half of July explained by July 24, 2017
pressures on other services
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= Inflation in the first half of July was explained by pressures on the
prices of other services and fresh fruits and vegetables

= With these numbers, annual inflation is at 6.28% vs. 6.33% in previous o
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two weeks
= Profit taking in our trade idea of long positions in CPI-linked Udibono Alejandro Padilla

Jun’22 vs Mbono with same duration Head Strategist — Fixed-Income and FX

alejandro.padilla@banorte.com

Consumer prices increased 0.24%2w/2w in in the first half of July. Core Juan Carlos Alderete, CFA
inflation was 0.19% vs. our 0.14% estimate. The main deviation from our FX Senior Strategist
forecast comes from: (1) A higher than expected contribution of other services Juan.alderete. macal@banorte.com
prices (10.6bps vs. our 7.5bps); (2) a lower than expected contribution of energy Santiago Leal Singer
prices (-2.8bps vs. our -0.5bps); (3) an underestimation of processed foods Fixed-Income and FX Strategist

(3.6bps vs. our 1.5bps); (4) an underestimation of fresh fruits and vegetables santiago leal@banorte.com

prices (9.7bps vs. our 8bps); and (5) a lower than expected contribution of
housing prices (1.7bps vs. our 2.6bps), as shown in the table below.

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

Observed Banorte-Ixe Difference
Headline 0.24 0.20 0.04
Core 0.14 0.10 0.03
Goods 0.01 0.00 0.01
Processed foods 0.04 0.02 0.02
Other goods -0.02 -0.02 -0.01
Services 0.13 0.10 0.02
Housing 0.02 0.03 -0.01
Education 0.00 0.00 0.00
Other services 0.11 0.08 0.03
Non-core 0.10 0.10 0.00
Agricultural 0.12 0.10 0.02
Fresh fruits and vegetables 0.10 0.08 0.02
Meat and egg 0.02 0.02 0.00
Energy and government regulated -0.02 0.00 -0.02
Energy -0.03 0.00 -0.02
Government regulated 0.01 0.01 0.00

Source: INEGI, Banorte-Ixe
Note: Contributions might not add due to the number of decimals allowed in the table. Previous to year 2011,
contributions might not add because of the change in CPI-calculation methodology
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Inflation in the first half of July was explained by pressures on the prices of
other services, along with increases in the prices of fresh fruits and
vegetables. In the first case, prices increased 0.62% 2w/2w, on the back of
higher prices of tourism services (8.45% 2w/2w), airfares (10.38% 2w/2w) and
dining away from home items (0.36% 2w/2w). Moreover, merchandise prices
increased 0.04% 2w/2w as a result of a 0.22% 2w/2w increase in processed
foods offset by the 0.12% 2w/2w decline in other goods. Regarding non-core
items, fresh fruits and vegetables prices increased 2.74% 2w/2w, on the back of
higher prices of tomatoes (7.54% 2w/2w), potatoes (9.62% 2w/2w) and bananas
(5.91% 2w/2w) In addition, energy prices came down 0.29%, as a result of
lower prices of LP gas (-1.19% 2w/2w) and low-grade gasoline (-0.09%
2w/2w).

With these numbers, annual inflation comes down to 6.28% vs. 6.31% in
June. Nevertheless, we expect annual inflation at 6.36% at the end of the
month, near the all-year high (estimated in August at 6.42%). Meanwhile, core
inflation edged up to 4.92% from 4.83% last month and we expect it to finish
the month at 4.96%.

From our fixed income and FX strategy team

Profit taking in our trade idea of long positions in CPI-linked Udibono
Jun’22 vs Mbono with same duration. Today’s report is still consistent with
the upward trend of annual inflation that started 9 months ago, which will reach
its peak according to our forecast in August (6.4%). Market consensus has been
consistently underperforming fortnightly readings throughout the year (12 out of
13 reports), posing a significant risk of additional pressures ahead that are not
fully priced in by local rates. Under this scenario, we acknowledge an expensive
valuation in the short-end, with investors pricing in 19bps in implied rate cuts
12 months ahead, contrary to our view of a stable repo rate for longer. More
details in our research note “Banxico’s Minutes — Restricting cycle comes to an
end while opening the door to rate cuts in the medium term” <pdf>, published
July 6. On the other hand, this CPI report is granting a good exit point for our
trade idea opened July 7. We recommend profit taking of the relative value
strategy of long positions in the Udibono Jun’22 and short positions in the
Mbono Jun’22, considering an attractive breakeven trading below the lower
bound of a 2-standard deviation band and potential carry gains in UDIS (today
5.02% annualized for the remaining 160 days of 2017 when taking into account
our forecasts). Since July 7", the CPl-adjusted Udibono Jun’22 rallied 12bps,
while Mbono Jun’22 sold-off 5bps. The Mexican peso did not react strongly to
the report and trades 0.1% stronger at 17.64 per dollar, easing pressures during
trading hours in Europe that pushed it to 17.77 as its worst intraday level. As
USD/MXN reached briefly the 17.70 level suggested for protecting profits in
peso longs, we exit the market for now at the current level and ahead of the Fed
meeting on Wednesday, albeit still with a positive trading bias on the currency
as we believe that local and external conditions remain favorable.
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https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20170706_BanxicoMinutes.pdf
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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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