1H-May inflation - Surprise to the downside,
with good news broadening in scope

= Headline inflation (1H-May): -0.32% 2w/2w; Banorte: -0.20%;
consensus: -0.20% (range: -0.28% to -0.15%); previous: 0.21%

= Core inflation (1H-May): 0.18% 2w/2w; Banorte: 0.19%; consensus:
0.21% (range: 0.16% to 0.29%); previous: 0.12%

= The decline was explained by energy (-4.4%), especially due to summer
discounts in electricity tariffs (-21.2%), albeit with LP gas also lower
(-0.7%). Agricultural goods (-0.5%) surprised to the downside. At the
core, goods remained with signs of lower pressures (0.2%) and services
(0.2%) were also relatively contained despite an uptick in airfares

= In bi-weekly terms, annual inflation fell to 6.00% from 6.27% -after
inching up in the previous fortnight. The core came in at 7.45% from
7.59%, adding seven periods to the downside

= The result is consistent with our call of a gradual decline in inflation for
the rest of the year. Given the extension of declines at the non-core, risks
to the downside to our year-end forecast of 4.8% have increased

= In fixed income, we still favor nominal vs. real rates

Inflation at -0.32% 2w/2w, surprising heavily to the downside. At the non-
core (-1.85%), the decline was driven by energy (-4.4%), with electricity tariffs
at -21.2% on the start of the second tranche of summer discounts. In addition, LP
gas backtracked 0.7%, and gasolines inched lower (low-grade fuel: -0.4%) despite
the decline in fiscal subsidies to excise taxes. Agricultural goods surprised us
quite positively (-0.5%), both in fruits and vegetables (-0.4%) and meat and egg
(-0.6%). In terms of lower prices, highlights included lemons, chicken, eggs, and
husk tomatoes. Within the core (0.18%), goods showed signs of lower pressures
again at 0.2%. In processed foods (0.3%) we have identified higher increases in
the first fortnight relative to the second, explaining its slight acceleration. ‘Others’
were barely unchanged, helping the most to the category likely aided by MXN
strength. In services (0.2%), housing has been very stable (0.2%) in recent
fortnights. Within ‘others’, we note a slight rebound in airfares (4.6%), while
‘dining away from home’ remains mixed.

1H-May inflation: Goods and services with the largest contributions
% 2w/2w; bi-weekly incidence in basis points

Goods and services with the largest positive contribution Incidence % 2w/2w
Potatoes 3.0 7.0
Dining away from home 2.0 0.4
Housing 17 0.2
Restaurants 15 0.5
Airfares 0.9 4.6
Goods and services with the largest negative contribution
Electricity -37.4 212
Lemon -3.2 -16.6
Chicken 2.8 -15
Low-grade gasoline 1.7 04
LP Gas -11 0.7
Source: INEGI
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Annual inflation continues to moderate, with the job not yet done on the core.
In bi-weekly frequency, the headline declined to 6.00% from 6.27% in the 2" half
of April —which increased at the margin after six consecutive prints down. The
core reached 7.45% (previous: 7.59%), with the non-core at 1.70% (previous:
2.42%), the latter at its lowest since late 2020. The strong difference between each
component remains a concern, particularly as the core is the one that remains
elevated. Despite of this, goods are already showing better signs of consolidating
to the downside at 9.2% y/y —from a high of 11.5% in 2H-November—, but
services hover near their highs at 5.4% —from 5.7% in 2H-March. On the former,
the combination of lower input costs, supply chain improvements, and a stronger
exchange rate have helped. In the latter, our attention remains on labor costs,
considering legal changes and the accumulated increase of the minimum wage in
a context of full employment. Going to the non-core, energy has led the decline,
reaching -5.0%, with agricultural items still somewhat high at 5.6%. Risks to the
former appear to have been contained after prices reacted modestly to OPEC+’s
production cut, with recession fears likely dampening the impact and still
influencing in short-term dynamics. Looking ahead, estimates of a prolonged and
extended drought imply important risks for the latter, so we will be monitoring
them closely in coming months and maintains us somewhat cautious.
Nevertheless, given the recent performance of the non-core (and especially, the
role that energy may have on input costs for a plethora of categories), we believe
that risks to our year-end estimate of 4.8% are skewing to the downside.

Banxico has ended its hiking cycle, gradually changing its rhetoric on
inflation for the better. We think today's result supports further the central bank's
view in its latest statement that “...the economy has started to undergo a
disinflationary process given that many pressures have eased...”. Given this, we
do not see additional hikes in this restrictive cycle, with the rate already at its
terminal point of 11.25%. With this, the focus has shifted to the possible moment
of rate cuts. Consistent with our concerns about the core, we think these will take
time to materialize, in line with the forward guidance that the rate will remain at
its current level for “...an extended period...”. On the latter, we will look for
additional insights in the next Quarterly Report (to be published on May 31*') and
the related minutes (June 1%). Therefore, we reiterate our call that the rate will
end the year at the current level (11.25%), with cuts beginning until 1Q24.

From our fixed income and FX strategy team

In fixed income, we still favor nominal vs. real rates. Considering the latest
downside inflation surprises and our view that prices will keep moderating, we
reiterate our preference for nominal vs. real rates. So far in May, yields on CPI-
linked bonds (Udibonos) have declined 9bps, while for Mbonos they have picked
up 11bps on average. As a result, breakevens have increased modestly for all
maturities. Broadly speaking, appetite for real rates has been markedly weak, with
bid-to-cover ratios in primary auctions held during April and May remaining
below 2.0x. Based on this metric, the least attractive benchmarks have been at the
10- and 30-year tenors, with average demand of 1.5x.
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