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1H-September inflation - At Banxico’s target September 24, 2019
= Headline inflation (1H-Sep): 0.17% 2w/2w; Banorte: 0.20%; consensus: www.banorte.com
0.21% (range: 0.07% - 0.30%); previous: 0.05% @analisis_fundam
= Core inflation (1H-Sep): 0.19% 2w/2w; Banorte: 0.25%; consensus: Delia Paredes
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= Dynamics during the period were impacted by the seasonal increase in
education (1.9% 2w/2w, contributing 7bps), with slight pressures in Juan Carlos Alderete, CFA
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= With these, annual headline inflation edged down to 2.99% from 3.16% )
at the end of August, virtually at Banxico’s target for the first time Ecrgnr:)‘r;';m;!gores
since September 2016. Core inflation stood at 3.78%. We highlight that francisco flores.serrano@banorte.com
non-core inflation reached 0.57%, its lowest level in history

= We maintain our view that Banxico will cut two more times this year,

each of 25bps, this Thursday and in December, with the reference rate Fixed income and FX Strategy
at 7.50% by the end of 2019

= Today’s CPI report is reinforcing investors’ strong bet of a dovish cut ﬁ!géasqg{;iztid;i[!:d.|ncome and FX
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Consumer prices increased 0.17% 2w/2w in 1H-September. This number santago-ai@banorte.com

was lower than consensus (0.21%), which was only 1bps above our forecast. Leslie Orozco

Core inflation rose 0.19%, also below expectations (Banorte: 0.25%). The main Fixed Income and FX Strategist
.. . . . . leslie.orozco.velez@banorte.com

deviation came from: (1) A lower than expected contribution in both airfares

(Obps vs our +2bps) and tourism services (-1bp vs or 1bp) within other services;

(2) a lower impact from other goods (+4bps vs. our +6bps); (3) a more modest

contribution from fresh fruits and vegetables (Obps vs. our 3bps); and (4) higher

pressures in energy prices (+3bps vs our Obps), as shown below:

1H-Sep inflation by components
% bi-weekly incidence

INEGI Banorte Difference
Total 0.17 0.20 -0.03
Core 0.14 0.19 -0.05
Goods 0.08 0.09 0.00
Processed foods 0.05 0.03 0.02
Other goods 0.04 0.06 -0.02
Services 0.06 0.10 -0.05
Housing 0.02 0.02 0.00
Education 0.07 0.08 0.00
Other services -0.03 0.01 -0.04
Non-core 0.03 0.01 0.02
Agriculture 0.00 0.01 -0.01
Fruits & vegetables 0.00 0.03 -0.03
Meat & egg 0.00 -0.02 0.02
Energy & government tariffs 0.03 0.00 0.02 Document for distribution among
Energy 0.03 0.00 0.03 public
Government tariffs 0.00 0.01 0.00

Source: INEGI, Banorte.
Note: Contributions might not add due to the number of decimals allowed in the table.
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Dynamics were impacted by the seasonal increase in education, along with
some slight pressures in energy prices. Regarding the former, we observed a
1.9% 2w/2w increase, contributing with 7bps to the headline, remembering that
most of the increases in tuition for kindergarten (4.9%), elementary (4.1%) and
middle school (3.8%) are accounted in this period. Contrary to our expectations,
there were no significant pressures in airfares and tourism services related to the
September 16" holiday, which this year allowed for a long weekend. As a result,
other services declined 0.2%, resulting in a -3bps contribution. On the other
hand, both processed foods and other goods climbed 0.2%, similar to the same
period of the previous year. All in all, the core component advanced 0.19%,
explaining 14.2bps, which is higher than the 8bps bi-weekly incidence of the
previous fortnight.

On the other hand, the non-core component maintained a favorable performance
(+0.1%), contributing 3bps and with slight pressures in some categories within
energy. In particular, low-grade gasoline was up 0.4% despite a higher subsidy
to excise taxes relative to the previous period along better dynamics of both the
exchange rate and the international reference price. Moreover, LP gas was
higher again (0.7%), albeit with electricity down 0.4% helping overall
performance. Agricultural prices remain well-behaved as they were virtually
unchanged. It is worth noting that tomatoes (4%) were the only product in this
category among the top ten with the largest increases. On the contrary, the most
relevant declines were in onions (-9.3%), avocadoes (-3.8%), bananas (-4.6%)
and pork meat (-0.6%), among others.

Annual inflation fell again, reaching 2.99% from 3.16% at the end of
August. In bi-weekly terms, this represents a new low since September 2016
and the first time since then that it reaches the central bank’s target. As has been
the case for several months now, this is mainly explained by the strong decline
in pressures at the non-core component, which reached 0.57% yoy, the lowest in
history taking into account that the bi-weekly series is available since January
1989. In particular, agricultural goods stood at 2.4% and energy at -2.9%. In our
view, the risk that the former sees more pressures is higher than in the case of
energy, given that the Federal Government remains committed to the policy of
at least maintaining gasoline, gas and electricity prices constant in real terms
during this six-year term. The core component has stayed relatively sticky as it
remained unchanged when compared to the previous print. In our view, some
members of the Board, such as Deputy Governor Javier Guzman, are likely to
remain somewhat cautious of its dynamics. In particular, expectations are that
the minimum wage will keep climbing at an above-average pace early next year,
a situation that has been pinpointed by the central bank as one of the most
relevant behind the resistance to the downside of this component and despite
weakness in economic activity.

We expect Banxico to cut the reference rate 25bps on Thursday, to 7.75%.
In our view, today’s report —which showed an additional decline in the annual
rate of inflation to reach the central bank’s target— coupled with the slowdown
in economic activity, provide additional room for lower rates. Moreover, we
believe conditions are set for Banxico to maintain a dovish tone.
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Another issue that will likely be factored-in is that the window of opportunity
for easing remains open, especially because of the Fed, which last week cut the
fed funds range by 25bps. Moreover, it is our take that domestic developments
have reduced some of the uncertainty about the most acute risks to financial
stability, highlighting the 2020 Budget proposal and recent announcements on
Pemex. In our view, recent comments by Board members suggest an easing bias
to achieve the inflation target in the most cost-efficient way for activity. In this
respect, we believe the central bank will maintain a dovish tone, likely signaling
additional cuts. We maintain our view that the reference rate will be lowered
again in December to end the year at 7.50%. However, we recognize that risks
are skewed for two 25bps cuts, one in November in addition to the one we
expect in December, which would result in a year-end level of 7.25%. For
further details about this week’s decision and our monetary policy expectations,
see: “Ahead of the Curve”, <pdf>, September 20", 2019.

From our fixed income and FX strategy team

Today’s CPI report is reinforcing investors’ strong bet of a dovish cut by
Banxico on Thursday. The market is observing another positive surprise
coming from the 1H-Sep CPI report this morning, boosting the expectations of a
dovish cut from Banxico on Thursday. The fortnightly reading came below
consensus and the annual headline print moved to 2.99% (below the central
bank’s 3%) for the first time since 2016. Short-term breakevens are hovering
around 3.1%, signaling that market inflation expectations are well-anchored.
Moreover, longer breakevens are trading 40bps lower with respect to the
previous quarter. In the aftermath of this benign inflationary landscape, local
investors are debating about the magnitude of the likely rate cut on Thursday,
also taking into account weaker economic data and the global easing cycle that
could boost additional rate cuts from the Mexican authority. As a result, the
yield curve is pricing in -79bps of implied rate cuts for the rest of the year,
assessing a 100% probability of a 25bps reduction in every remaining meeting
(i.e. September 26" November 14" and December 19™). In our view, the
current scenario supports our trade idea of long positions in Mbonos Nov’38
and Nov’42, which we started on August 16", 2019. Nevertheless, we have to
disclose that these securities are currently breaching our expected profit-taking
objectives, suggesting limited room for an additional rally.

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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https://www.banorte.com/cms/casadebolsabanorteixe/analisisyestrategia/analisiseconomico/mexico/20190920_Ahead_of_the_Curve.pdf
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Guide for investment recommendations.

Reference
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arising from the use of this report or its content. This document may not be photocopied, quoted, disclosed, used, or reproduced in whole or in
part without prior written authorization from Grupo Financiero Banorte S.A.B. of C.V.



GRUPO FINANCIERO BANORTE S.A.B. de C.V.

Research and Strategy
Gabriel Casillas Olvera Chief Economist and Head of Research gabriel.casillas@banorte.com (55) 4433 - 4695
Raquel Vazquez Godinez Assistant raquel.vazquez@banorte.com (55) 1670 - 2967

Economic Analysis

Delia Maria Paredes Mier Executive Director of Economic Analysis delia.paredes@banorte.com (55) 5268 - 1694
Katia Celina Goya Ostos Senior, Global Economist katia.goya@banorte.com (55) 1670 - 1821
Juan Carlos Alderete Macal, CFA  Senior Economist, Mexico juan.alderete.macal@banorte.com (55) 1103 - 4046
I\Dﬂlgug | Alejandro Calvo Economist, Regional miguel.calvo@banorte.com (55) 1670 - 2220
ominguez
Francisco José Flores Serrano Economist, Mexico francisco.flores.serrano@banorte.com (55) 1670 - 2957
Luis Leopoldo Lépez Salinas Analyst, Global Economist |uis.lopez.salinas@banorte.com (55) 1103 - 4000 x 2707
Lourdes Calvo Fernandez Analyst (Edition) lourdes.calvo@banorte.com (55) 1103 - 4000 x 2611

Fixed income and FX Strategy

Alejandro Padilla Santana Head Strategist — Fixed income and FX alejandro.padilla@banorte.com (55) 1103 - 4043
Santiago Leal Singer FX Senior Strategist santiago.leal@banorte.com (55) 1670 - 2144
Leslie Thalia Orozco Vélez Fixed Income and FX Strategist leslie.orozco.velez@banorte.com (55) 5268 - 1698

Equity Strategy

Director Equity Research —
Telecommunications / Media
Victor Hugo Cortes Castro Technical Analysis victorh.cortes@banorte.com (55) 1670 - 1800
Equity Research — Conglomerates / Financials/

Manuel Jiménez Zaldivar manuel.jimenez@banorte.com (55) 5268 - 1671

Marissa Garza Ostos S ; marissa.garza@banorte.com (55) 1670 - 1719
Mining / Petrochemicals
. - . Equity Research — Airlines / Airports / Cement . .
José Itzamna Espitia Hernandez [ Infrastructure / REITs jose.espitia@banorte.com (55) 1670 - 2249
Valentin Ill Mendoza Balderas ngty Research ~Auto Partsf ansumer valentin.mendoza@banorte.com (55) 1670 - 2250
Discretionary / Real Estate / Retail

Jorge Antonio Izquierdo Lobato ~ Analyst jorge.izquierdo.lobato@banorte.com (55) 1670 - 1746
Itzel Martinez Rojas Analyst itzel. martinez.rojas@banorte.com (55) 1670 - 2251
Corporate Debt

Tania Abdul Massih Jacobo Director Corporate Debt tania.abdul@banorte.com (55) 5268 - 1672
Hugo Armando Gémez Solis Senior, Corporate Debt hugoa.gomez@banorte.com (55) 1670 - 2247
Gerardo Daniel Valle Truijillo Manager, Corporate Debt gerardo.valle.trujillo@banorte.com (55) 1670 - 2248
Wholesale Banking

Armando Rodal Espinosa Head of Wholesale Banking armando.rodal@banorte.com (55) 1670 - 1889
Alejandro Eric Faesi Puente Head of Global Markets and Institutional Sales  alejandro.faesi@banorte.com (55) 5268 - 1640
Alejandro Aguilar Ceballos Head of Asset Management alejandro.aguilar.ceballos@banorte.com (55) 5268 - 9996
Arturo Monroy Ballesteros Eﬁ]";?]gef Investment Banking and Structured arturo.monroy.ballesteros@banorte.com (55) 5004 - 1002
Gerardo Zamora Nanez Itl:(e:lt(ir(i)rflgransactlonal Banking, Leasing and gerardo.zamora@banorte.com (81) 8318 - 5071
Jorge de la Vega Grajales Head of Government Banking jorge.delavega@banorte.com (55) 5004 - 5121
Luis Pietrini Sheridan Head of Private Banking |uis.pietrini@banorte.com (55) 5004 - 1453
René Gerardo Pimentel Ibarrola ~ Head of Corporate Banking pimentelr@banorte.com (55) 5268 - 9004
Ricardo Velazquez Rodriguez Head of International Banking rvelazquez@banorte.com (55) 5004 - 5279
Victor Antonio Roldan Ferrer Head of Commercial Banking victor.roldan.ferrer@banorte.com (55) 5004 - 1454


mailto:katia.goya@banorte.com
mailto:leslie.orozco.velez@banorte.com
mailto:jespitia@ixe.com.mx
mailto:hgomez01@ixe.com.mx

