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INEGI just published its inflation report for August @analisis fundam
= Headline inflation (Aug): 0.49% m/m; Banorte-Ixe: 0.54% m/m;
consensus: 0.5% m/m; (range of estimates: 0.43% to 0.58%); previous: Gabriel Casillas
0.38% m/m Chief Economist and Head of Research

gabriel.casillas@banorte.com
= Core inflation (Aug): 0.25% m/m; Banorte-Ixe: 0.3% m/m; consensus:

0.29% m/m (range of estimates 0.25% to 0.32%); previous: 0.27% m/m Delia Paredes , ,
Executive Director of Economic Analysis
* Inflation in August was explained by pressures on the prices of fruits delia.paredes@banorte.com

and vegetables as well as energy Alejandro Cervantes

=  With these numbers, annual inflation is at 6.66% vs. 6.44% in the /S\fr}iordEconomiS:y Meﬁico .
previous month lejandro.cervantes@banorte.com

= Inflation dynamics positive four our trade idea regarding the 3-year Francisco Flores

CPI-linked Udibono Economist, Mexico
francisco.flores.serrano@banorte.com

Consumer prices increased 0.49% m/m in in August. Core inflation was
0.25% vs. our 0.3% estimate. The main deviation from our forecast comes from: Fixed income and FX Strategy
(1) A lower than expected contribution of other services prices (5.6bps vs. our

7.6bps); and (2) a lower than expected contribution of other goods prices Alejandro Padilla

Head Strategist — Fixed-Income and FX

(10.6bps vs. our 12.2bps), as shown in the table below. alejandro.padilla@banorte.com
August inflation by major subcomponent Juan Carlos Alderete, CFA
Monthly incidence, % FX Senior Strategist
Observed Banorte-Ixe forecast Difference juan.alderete.macal@banorte.com
Headline 0.49 0.54 -0.05 Santiago Leal Singer
Core 0.19 0.23 0.04 Fixed-Income and FX Strategist
Goods 0.17 0.19 -0.02 santiago.leal@banorte.com
Processed foods 0.06 0.07 -0.01
Other goods 0.1 0.12 -0.02
Services 0.03 0.04 -0.01
Housing 0.04 0.03 0.00
Education 0.06 0.06 0.00
Other services -0.08 -0.06 -0.02
Non-core 0.30 0.31 -0.01
Agricultural 0.20 0.21 -0.02
Fresh fruits and vegetables 0.16 0.17 -0.01
Meat and egg 0.03 0.04 -0.01
Energy and government regulated 0.10 0.10 0.00
Energy 0.08 0.08 0.00
Government regulated 0.02 0.02 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 o
not add because of the change in CPI-calculation methodology Document for distribution among

public
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Inflation in August was explained by pressures on the prices of fresh fruits
and vegetables, as well as energy. In the first case, prices climbed 4.5% m/m,
on the back of the 54.6% m/m rise in the price of onions, as well as increases in
the prices of tomatoes (8.4% m/m), potatoes (8.9% m/m), and husk tomatoes
(15.7% m/m). However, these increases were offset by the fall in the prices of
squash (-26.6% m/m), bananas (-6.5% m/m), avocados (-5.2% m/m) and chilies
(-7.2% m/m). Moreover, energy prices rose 0.8% m/m, due to the 3% increase
of LP gas and 0.4% m/m in low grade gasoline.

Regarding core items, education prices rose 1.2% m/m, due to higher prices of
universities (2% m/m) and high school (2.2% m/m). Moreover, other services
decreased 0.4% m/m, on the back of declines in tourism services (-9.8% m/m)
and air fares (-19.4% m/m). Additionally, processed foods increased 0.4% m/m,
while other goods rose 0.6% m/m.

We now expect inflation at 6.4% by year end (vs. our previous 6.2%). The
reason behind this change comes mainly from the natural disasters and weather
conditions in the US, given the impact of Hurricane Harvey and the implications
of Hurricane Irma in Florida. In the first case, we anticipate an impact on the
prices of energy, particularly on gas, which is already fully liberalized and can
therefore be adjusted without restriction. Additionally, we expect increased
pressures on agricultural products. We consider that the adjustment in energy
prices will add 10 basis points, while in the agricultural sector these will add 10
basis points. Since we expect the impact of these effects to be transitory, we
maintain our inflation estimate for the end of 2018 at 3.8% yoy.

Changes in our inflation forecast Inflation trajectory 2017-2018
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From our fixed income and FX strategy team

Inflation dynamics positive four our trade idea regarding the 3-year CPI-
linked Udibono. Consumer prices continue trending higher, granting an
attractive carry in CPI-linked securities (e.g. Udibonos). Given the dynamics
discussed in the previous section, we hold a positive view in terms of our trade
idea on the 3-year Udibono Dec’20. Moreover, the 3-year breakeven is at
3.64%, below the 12-month average of 3.71%, and 1.2¢ from its 3-month MA,
suggesting an attractive valuation. Based on our inflation forecasts, 12m carry in
UDIS is at 4.81%, significantly higher than consensus, one-year forward
inflation of 3.87% (median) according to Banxico’s latest survey released last
Friday. On the other hand, the disruptions in crude oil, gasoline and other
energy markets following Hurricane Harvey could result in some inflationary
pressures ahead, adding to the positive factors for this trade idea commented in
previous publications. Taking into account this scenario, we recommend holding
the long positions in the 3-year Udibono Dec’20 with entry level of 3.05%,
target of 2.90%, stop-loss of 3.15%, and current level of 3.01%. More details in
our research note “We recommend long positions in the 3-year Udibono
Dec’20” <pdf>, published on August 9", 2017.
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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.


https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/estrategiasemanalrentafija/20170808_Long3YUdibono.pdf
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