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= INEGI just published its inflation report for November @analisis_fundam
= Headline inflation (Nov): 0.55%m/m (Banorte-Ixe: 0.6%m/m;

consensus: 0.61%m/m) Delia Paredes

= Core inflation (Nov): 0.04%m/m (Banorte-Ixe: 0.08%m/m; consensus: Executive Director of Economic Analysis
0_07%m/m) delia.paredes@banorte.com

= Inflation November was explained by pressures on electricity tariffs Alejandro Cervantes
prices, particularly in the first half of the month Senior Economist, Mexico

alejandro.cervantes@banorte.com
= With these numbers, annual inflation is at 2.21% vs. 2.48% in previous
month

= Tamed inflation supportive for the short- and mid-ends
Fixed income and FX Strategy
Consumer prices increased 0.55%m/m in November, slightly below

expectations. Core inflation was 0.04% vs. our 0.08% estimate. The main Alejandro Padilla
deviation from our forecast comes from: (1) A lower than expected contribution ggﬁf;°;ij‘nyTsi‘$‘§g'%ambio
of services prices (-3.7bps vs. our -1.2bps); (2) a lower than expected alejandro.padilla@banorte.com
contribution of agricultural prices (4bps vs. our 5.6bps); and (3) an

overestimation of merchandise inflation (6.4bps vs. our 7.3bps), as shown in the Santiago Leal

Analyst Fixed Income and FX
table below. santiago.leal@banorte.com
November inflation by components
% monthly incidence

INEGI Banorte-Ixe Difference
Total 0.55 0.60 -0.053
Core 0.03 0.06 -0.034
Goods 0.06 0.07 -0.009
Processed foods 0.04 0.04 0.001
Other goods 0.02 0.03 -0.010
Services -0.04 -0.01 -0.025
Housing 0.03 0.03 0.000
Education 0.00 0.00 0.000
Other services -0.07 -0.05 -0.025
Non-core 0.53 0.55 -0.019
Agriculture 0.04 0.06 -0.016
Fruits & vegetables 0.06 0.08 -0.020
Meat & eggs -0.02 -0.03 0.005
Energy & government tariffs 0.50 0.51 -0.002
Energy 0.51 0.51 0.000
Government tariffs 0.01 0.01 -0.002

Source: Banorte-Ixe with data from INEGI and Banco de México.
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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November inflation was explained by pressures on electricity tariffs,
particularly in the first half of the month. Energy prices increased
4.95%m/m, on the back of a 24.4% increase in electricity tariffs as summer
discounts have now come to an end. Such increase was offset by the reduction
in the price of low-grade gasoline (-0.56%) and domestic natural gas (-5.17%).
Meanwhile, merchandise inflation was up 0.18%m/m explained by higher prices
of processed foods (0.28%m/m) and other goods (0.11%), adding 6.4pbs to total
CPI variation. Meanwhile, services inflation was down 0.09%m/m on the back
of a reduction of 0.41% in "other services" prices as mobile phone costs
dropped a whopping 11.57%, more than offsetting the increases observed in the
cost of restaurants (0.38%), other dining away from home items (0.24%) and
professional services (5.92%). Finally, agricultural prices increased 0.43%, due
to higher prices of fruits and vegetables (+1.88%) along with a decline of 0.36%
in “meat and egg” prices.

With these numbers, annual inflation is at 2.21% vs. 2.48% in previous
month. Meanwhile, core inflation edged up to 2.34% from 2.47% in October.
We expect inflation to end the year at around 2.5%yoy. For next year, we
estimate that inflation will remain under control, with our forecast at 3.2% for
year-end 2016.
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Source: Banorte Ixe with data from INEGI

From our fixed income and FX strategy team

Tamed inflation supportive for the short- and mid-ends. Annual inflation
continues portraying an important downward trend, with evidence of a low FX
pass-through effect on prices and important structural changes that have
influenced market inflation expectations for coming years (or at least 2016). In
this regard, inflation breakevens are currently trading below Banxico’s 3%
target in every tenor: 3-year at 2.38%, 5-year at 2.71%, 10-year at 2.91% and
30-year at 2.97%. The implications for this benign inflation dynamics are at
least twofold. First, it suggests that Banxico may start hiking rates in tandem
with the Federal Reserve next week and will likely continue this way at the
beginning of 2016. However, low inflation and an effect of slack in the
economy could halt the restrictive cycle by mid-year, with realized cumulative
hikes for the following 12 months maybe lower vis-a-vis the 104bps currently

priced in the yield curve.
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The key factor will be the performance of the Mexican peso. Taking into
consideration these variables and the recent market correction we hold a positive
view in term of the belly of the Mbonos curve, especially the tenors from the
Dec’18 security to the Dec’24. In accordance with this view, we hold our trade
idea opened on November 12" of receiving 1-year TIIE-28 IRS (13x1) with an
entry level of 3.92%, target of 3.67%, stop-loss of 4.10%, and currently trading
at 3.92%. For further details regarding this recommendation please refer to
“Trade ldea: Receive 1-year TIIE-28 IRS (13x1), <pdf>. The second important
implication suggests a difficult scenario for Mexican linkers despite a valuation
that looks attractive for investments with long-term horizons. Current inflation
dynamics are likely to undermine the demand for inflation-linked securities (e.g.
Udibonos), which could extend the recent sell-off on the back of a positive
assessment on inflation for 2016. Yesterday’s auction considering the the 30-
year Udibono Nov’46 was a confirmation of this situation, with a higher yield
and a low bid-to-cover ratio. For more details refer to our research note
“Mexico: 20Y Mbono and 30Y Udibono auction results” <pdf> published
yesterday.
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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.


http://www.casadebolsabanorteixe.com/analisis/flashes/RFyTC/TradeIdeaTIIE-IRS_13x1.pdf
http://www.casadebolsabanorteixe.com/analisis/flashes/RFyTC/Gov_ResDec082015.pdf
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