
        
            
                
            
        

    
	

	
		Summary



	The economy continues to grow 0.4% at an annualized rate in 2Q19 due to the resilience of the service sector; the industry continues to slow down. Services and trade will continue to show resilience in the quarters to come, although industry risks mainly associated with the external sector remain, and these could intensify in the second half of the year. In particular, the performance of leading indicators of economic activity in the US manufacturing sector suggests decreased external demand in the coming quarters. This adds to the delay in the approval of the United States–Mexico–Canada Agreement (USMCA) by the US Congress and the intensification of domestic risks for private investment as a result of the uncertainty associated with contract reviews by the federal government.

	The creation of formal employment has slowed down as a result of the low dynamism in the economy, with an average annual growth rate of 2.4% during the first six months of the year — the lowest average growth since 2010. At the same time, the rise in real wages has also led to a 5.4% increase in the total wage bill for the same period; however, this has not been accompanied by increased productivity, which is necessary for it to be sustainable. As a result of the economic growth and gradual economic recovery forecasts, we expect average employment rates to remain close to a quarterly figure of 2.4% at the close of the year. Real wages will continue to grow, but at a slower pace, closing the last quarter of the year with an average annual growth of around 1.8%.

	As such, the slowdown of the export sector in Mexico, together with the slowdown of the industrial sector, points toward the tertiary sector as the main anchor of economic activity in the second half of 2019.

	In May, inflation returned to its downward trend after reaching its peak in April and is already below 4.0%. The cumulated increase of 0.7 pp forecast for January to July will be the lowest since 2015-2016, when inflation reached historic lows of 2.7% and 2.8%, respectively. Despite the downward resistance of core inflation, headline inflation has performed very strongly in the first seven months of the year. The cumulative increase of 0.7 pp from January to July is the third lowest increase in the last nine years. It is similar to the 0.6% increase observed in 2016, the second lowest in this period, and significantly less than the average 1.2% observed during the period 2011–2018, excluding 2015 (when cumulative inflation until July was the lowest in history, due to the favorable effects of the telecommunications reform and the elimination of certain charges such as long distance tariffs) and 2017 (when cumulative inflation until July was very high due to the shift to higher exchange rates on the prices of goods following Trump's rise to power). It is worth noting that, despite the downward resistance of core inflation, the cumulative increase in headline inflation as of July is (-)0.4 pp lower than the typical average for this decade. We expect inflation to continue to progress favorably; our forecasts for 2019 and 2020 remain unchanged. We continue to anticipate that headline inflation will close the year at 3.4% and core inflation at 3.3%. Our forecasts for the close of 2020 remain at 3.5% and 3.3%, respectively.

	Changes in Banxico's tone indicate greater flexibility and an improved characterization of recent inflation developments and its most probable future performance (the continuation of a downward trend). We believe that in June Banxico moved slightly closer to the start of an early relaxation of its monetary stance. We continue to anticipate a drop of 50 basis points (bp) in the monetary rate (to 7.75% at year-end), beginning with -25 bp in September. For 2020, we continue to foresee an additional cumulative cut of 100 bp to 6.75%.

	

	We believe that Banxico will most likely switch toward a gradual relaxation of the monetary stance sooner rather than later. This could possibly be in the meeting in August where it could state that lower interest rates are imminent. There are several reasons for this: i) the Federal Reserve cut its reference rate in July and made it clear that it will not return to a hike cycle for at least the remainder of the year; this has further widened the high interest rate differential between Mexico and the U.S. ii) the exchange rate is relatively stable despite risks and the recent increase (accumulated depreciation of 3% due to trade tensions and global risk aversion); iii) as we anticipated, headline inflation is already below 4.0% and will maintain a downward trend for the rest of the year; core inflation will resume a clearer downward trend in the fourth quarter but in the third quarter it is expected to return to the narrow range in which it fluctuated between 2Q18 and 1Q19; iv) the economy is showing clear signs of weakness (GDP growth of just 0.1% QoQ in 2Q19 after contracting (-)0.1% QoQ in 1Q19) and, consequently, the increased weakness of the cyclical position of the economy is translating into an increase in the output gap, not only limiting the possible upside risks but tilting them downward; and v) the monetary stance is highly restrictive: the real ex-ante monetary policy rate stands at over 4.0% (at 4.3% in July), which is a high level by historic standards, and significantly higher than the estimate of 2.0% of the neutral rate.

	In this context, we believe that the case for a less restrictive monetary policy stance is growing ever stronger. We believe that Banxico will significantly relax its communication in August and gradually and cautiously begin to ease its monetary stance in September.

	With regard to the exchange rate, currently affected by the recent significant rise in global risk aversion, its recent evolution shows a positive differentiation and we expect it to return to somewhat more moderate levels if this aversion subsides. In fact, since June 7, when the risk of possible tariffs on exports from Mexico to the U.S. lifted, the peso has performed better than other emerging currencies. It is important to reiterate that risks to the peso continue to skew upward, and are mainly related to Pemex (the government still needs to address Pemex's problems in a credible way), sovereign rating, implementation of the 2019 budget and future fiscal pressures, and a possible delay by the U.S. Congress in ratifying the North American Trade Agreement. However, with the Federal Reserve on the sidelines, the context for emerging currencies will improve when trade tensions between the U.S. and China calm.

	With respect to Pemex, we consider that its business plan does not affect the risk of Moody's downgrading its credit rating. While the business plan includes some measures to strengthen both Pemex's finances and production capacity, we believe that they are insufficient to solve the company's two major structural problems: excessive financial indebtedness and the fall in production. In order to increase the probability of significantly increasing oil production over the last three years of the six-year period, we suggest reactivating the business model based on farmouts. This would allow Pemex to share not only exploration risk, but also investment and technological know-how, with other leading companies in the oil industry.

	The permanent reduction in Pemex's tax burden and capital injections into Pemex beyond 2022 should be accompanied by changes in tax collection policy that do not jeopardize the achievement of fiscal objectives. Such a move would mitigate the risk of a reduction in the sovereign credit rating in the short and medium term.

	In terms of public finance, the 95% progress made in fulfilling the goal of 1.0% of GDP for the primary balance for 2019 allows us to predict that this year's fiscal goal will be met. The total public sector budget revenue showed a real annual increase of 0.6% in the period of January to June 2019. In the breakdown of total budgetary revenues into components, non-tax income (including the federal government's petroleum revenue) reported a real annual decrease of 9.6% in the same period. For its part, tax revenue showed a real annual increase of 4.4% in the first half of 2019. In particular, the IEPS (Impuesto Especial sobre Producción y Servicios — Special Tax on Production and Services) for gasoline and diesel contributed 3.7 percentage points (pp) to the real annual variation in tax revenues. This positive contribution was offset by the negative effect of 0.1 pp in VAT on tax revenue dynamism. ISR (Impuesto sobre la renta — Income tax) also made a positive contribution of 0.8 pp to tax revenue dynamism.

	Regarding net public sector expenditure in the period of January to June 2019, a real annual fall of 4.5% was recorded. It is important to recognize that federal funding, public pensions, and the cost of public borrowing continued to place pressure on public finances in the period from January to June 2019. Nevertheless, our calculations show that without financial investment and the mentioned expenditure items, the remaining expenditure experienced a larger decrease with a real annual decrease of 13.1% during that period. 

	

	
		Global environment marked by trade tensions and the reaction of the central banks



	In recent months, the rise of protectionism has intensified and trade tensions have increased. Although the USA and China announced a truce during the last G20 summit that provided an opportunity to resume negotiations, doubts about a final agreement will not go away easily and will continue to slow down global growth. In this context, with continued low inflation and very present growth risks, the central banks have changed their position and seem to be inclined to reduce interest rates again. This shift by monetary authorities is expected to offset the negative effect of increased trade tensions and stabilise global growth, although at lower levels than in previous years. 

	The escalation of protectionism remains a source of uncertainty, even after the latest trade truce between the USA and China

	Over the past few months, we have seen how trade disputes have intensified, which has been further exacerbated by tensions in the area of technology. The US government announced new tariff increases from 10% to 25% on imports from China worth USD 200 billion, and threatened to extend them to all other imports (an additional USD 230 billion). It also added Huawei to a blacklist of companies, thereby blocking business transactions. For its part, China responded with tariffs of 25% on imports from the USA worth USD 60 billion. However, at the most recent G20 summit, a truce was declared (although tariff increases have not been rolled back), thereby cooling tensions and allowing negotiations to be resumed. In any case, although the worst-case scenario has been avoided, the intensity and extent of the issues being disputed suggest that it won't be easy to come to a trade agreement, and that tensions between the two countries will continue in the future.

	Despite new monetary stimuli, there is a strong safe-haven effect in the financial markets

	The high uncertainty generated by trade tensions strongly increased risk aversion in the markets, in such a way that the VIX rose significantly to around 20 (+7 bp) during the first half of May, triggering an adjustment in world stock markets of an average of 6%. All of this increased the safe-haven demand and, together with the more accommodating attitude of the central banks, caused the ten-year German bond yield to reach a historic low, and the ten-year US bond yield to fall to lows seen in 2016 (see Graph 2.1). However, the reduced level of safe-haven asset yields and the confidence that the action from central banks will sustain growth have generated a search for alternative yields, which has resulted in both an increase in the stock markets (the S&P 500 has once again reached historically high levels) and in the bonds of emerging countries and peripheral European countries. In any case, the lack of a generalised risk appetite continues to be felt.

	In a context of high uncertainty and low inflation, trade tensions have led central banks to reassess their policy

	To counter the negative effects of increased protectionism and the concern on the global markets, the Federal Reserve and the ECB (in this order) have indicated their intention to adopt new stimulus measures as insurance against increasingly likely risk scenarios and to counteract the continued decline in long-term inflation expectations. The Federal Reserve made changes to its 19 June meeting statement that set the stage for the start of interest rate cuts. It warned that inflation could fall below the 2% target, changed the description of its growth rating from 'solid' to 'moderate' and, faced with trade threats and political uncertainty, changed its approach from patience to close monitoring. For its part, the ECB has reinforced its accommodating stance on monetary policy, approving a new liquidity provision programme (LTRO-III) and delaying its commitment to maintain interest rates at current levels from the end of 2019 to the middle of 2020. In addition, it has noted that it has a range of instruments to combat the risks of low growth and inflation, including reducing deposit rates and revitalising the bond purchase programme (QE), which is a development on previous communications. 

	For its part, China announced that it had a lot of room to adjust its monetary policy if the trade conflict intensified. In fact, cuts to loan rates and the banks' required reserve ratio (RRR) are expected. It also announced that it will use USD 43 billion in rediscount quotas and standing lending facilities (SLFs), and that it will begin accepting interbank certificates of deposits and bank certificates as collateral for small banks to support liquidity. As regards fiscal policy, there will be increased debt issuance by local governments and a USD 14.5 billion training plan for those individuals who have lost their jobs due to the slowdown.

	World growth continues in a slight downwards trend

	In the second half of 2018, world growth was below the average of previous years. This is due, in large part, to the poor performance of exports, which have remained virtually stagnant since the middle of last year and have mainly affected the manufacturing industry. Activity data shows how the industrial sector has continued to slow down from the beginning of the year to April, despite a good March. This trend will most likely continue, as manufacturing PMIs continued to fall in May and June, tumbling into contractive territory. However, growth in the first quarter of 2019 regained some momentum, although it remained below average. 

	For the rest of the year, there is a risk that weak manufacturing and exports will end up infecting the services sector, which remains relatively robust, supported by the strength of employment and low inflation. In this regard, our BBVA-GAIN model suggests a stable quarterly growth of around 0.8% at the global level, in line with our forecast (3.3%) for 2019 annual growth.

	The scenario for growth remains almost unchanged, but downside risks are rising

	The base scenario incorporates the assumption that the USA and China will eventually come to a trade agreement, possibly towards the end of the year, thus cooling trade tensions, although not eliminating them. It is also expected that there will be no significant increase in tensions between the USA and Europe (the US threat to increase automobile tariffs still looms). In principle, the UK leaving the EU should not have any significant impact on the global economy. In addition, with regard to the crude oil market, a slight reduction in Brent prices is anticipated (from around USD 68 per barrel in the second quarter of the year to around USD 62 and USD 55 at the close of 2019 and 2020, respectively) owing to the increase in supply from the USA and the fall in demand, which more than offsets the OPEC production cuts. 

	Lastly, it is expected that monetary stimuli will offset the effects of prolonged trade tensions and potential future shocks, although both factors operate through different channels, with trading uncertainty being a negative supply factor and monetary stimuli being a positive demand stimulus. Global growth would therefore stabilise, but at lower levels than in previous years. We therefore maintain the forecast that global GDP, which climbed 3.8% in 2018, will grow by 3.3% in 2019 and by 3.4% in 2020 (see Graph 2.2).
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	In the USA, growth should gradually lose momentum, moving towards its potential growth rates. In particular, US GDP is estimated to grow by 2.5% in 2019 and by 2.0% in 2020, in light of the 2.9% growth recorded in 2018. In order to sustain economic expansion at the risk of lower growth and low inflation, the Federal Reserve is in a position to start an expansion cycle in 3Q19, reducing its rates by up to 75 bp over the next few quarters, and then keeping them stable until 2022.

	In Europe, growth will be more modest owing to weak industry and high uncertainty (trade and Brexit). It is therefore expected that the ECB will strengthen its forward guidance and further reduce deposit rates (-10 bp in 3Q19), leaving them unchanged until the end of 2021. In addition, it is anticipated that a staggered deposit system will be adopted, and, if the situation worsens, that quantitative easing (QE) measures will be re-implemented. Therefore, the scenario for Europe remains the same with very few changes. With the strong data from the first quarter, growth has been revised upwards in 2019 by one tenth to 1.1% and, owing to the persistent weakness of the industrial sector and the greater uncertainty, there has been a slight downwards revision for 2020 of one tenth to 1.2%.

	In China, more fiscal stimulus measures are expected (tax cuts and growth of regional government debt) that, along with loan interest rate cuts, bank swaps and specific medium-term credit, among other measures, can sustain the country's growth, therefore countering the negative effect of the trade war. These stimulus measures will help GDP to grow by 6.0% in 2019 and 5.8% in 2020, in line with previous forecasts. 

	Although the view of the global economy does not differ much from what was published in the previous edition of this report, the risks to this global scenario are relatively higher due to the escalation of protectionism and its potential impact at the global level. An expansion in trade tensions to other sectors and countries is also not to be ruled out, as US tariff threats to the automobile sector are still pending. There is also an increased risk that the USA will enter an economic downturn, while political risks in Europe remain relevant (Brexit and fiscal policy in Italy). Lastly, China's stimuli stop the country's deleveraging process and therefore increase its vulnerability in the medium and long term.

	

	
		The economy grew by 0.1% (QoQ) in 2Q19 driven by the service sector; industry continues to slow down



	In the second quarter of the year the economy showed signs of resilience driven by the tertiary sector (63% of GDP), which grew 0.2% during this period (QoQ, ea), representing an annualized monthly rate of 0.4%. Industry (29% of GDP), on the other hand, continued to show low growth rates, with zero growth in the same period, while the primary sector (3% of GDP) showed a variation of -3.4% (QoQ, ea).

	The monthly activity indicators available to date reveal a further weakening of the construction sector in industry, with a monthly variation of -6.2% in May, the lowest figure since 2010. The manufacturing sector showed greater signs of slowing with a variation of -0.2% for the same period, following positive variations since January. We anticipate that this sector will show greater weakness during the second half of the year due to lower growth in external demand as a result of the weakness of the U.S. manufacturing sector. The latest US ISM manufacturing production indicator in July shows a fall to 51.2, from 51.7 in the previous month, the lowest figure in three years. The performance of mining reflects the continuing reduction in oil production, with a variation of -1.3% for the third consecutive month. The sector associated with the generation and transmission of electricity, water, and gas reported a variation of -0.6% in May, respectively, after registering 2.0% growth the previous month.
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	In the tertiary sector, the strongest growth was recorded in services, most notably in personnel, corporate, financial, and real estate, with monthly growth of 5.2% in May (vs. -3.7% previously). This is followed by temporary accommodation and food preparation services, with a monthly variation of 3.8% in the same period, while retail trade grew at a monthly rate of 2.4%. Educational, health, social care and leisure services, along with legislative and government activities, recorded less growth in May with monthly variations of -0.1%, -0.6%, and -0.6%, respectively. Thus, in global terms, the tertiary sector showed signs of resilience in 2Q19, after zero growth in 1Q19 (IGAE, QoQ%, ea).
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	Although we estimate that services and trade will continue to show resilience in the coming quarters, we believe that the risks to industry associated mainly with the external sector remain and could intensify in the second half of the year. In particular, the performance of leading indicators of economic activity in the US manufacturing sector suggests decreased external demand in the coming quarters. The ISM New Orders Index recorded a value of 50.8 in July for the U.S., down from 58.2 at the beginning of the year. Since January, the USA's manufacturing production has recorded a greater slowdown with a year-on-year growth rate of 1.1% for that month (down from 2.7% in December, ea), reaching 0.5% in June. Due to the high correlation between Mexican manufacturing exports and US manufacturing production, we estimate that the lower growth shown by external demand indicators in recent quarters will be reflected further in the domestic manufacturing sector during the second half of this year, taking into account the effect transmission lags. The first signs are already apparent: the growth rate for exports in dollars during the first half of the year (accumulated January-June) recorded a growth of 5.5%, down from a variation of 9.1% seen during the same period last year. The slowdown of the Mexican export sector along with the slowdown of the industrial sector points toward the tertiary sector as the main anchor of economic activity in the second half of 2019.
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	Although in the last quarter of 2018 private consumption recorded an annualized quarterly variation of -1.1%, its weakness seems to be transitional. In 1Q19, this segment of the economy grew by 0.2% (QoQ), which represented an annualized rate of 1.0%. The tertiary sector's performance in 2Q19 points toward a positive variation, but with a moderate trend in consumption in 2Q19. Data available to date from the supply of goods and retail services income indicator anticipate this positive behavior: in May, this index recorded a monthly growth of 0.7% (ea), which is close to the variation of 0.9% seen in April. We consider that this year's expected lower inflation will encourage the purchasing power of economic agents, which will be coupled with the marginal effect on private consumption as a result of the federal government's recently announced action plan to boost the economy. Therefore, we anticipate that this component of GDP will continue to be the main anchor of growth in 2019.
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	In 1Q19, private investment recorded a quarterly growth of 0.5% (QoQ, ea), representing an annualized rate of 2.2%. According to the data available to date on the gross fixed investment indicator, it continued to slow down in April, with a year-on-year variation of -2.4% (ea), as a result of the low dynamism of the imported machinery and equipment sector and construction. In this last item, the most notable slowdown can be observed in the non-residential sector, which recorded a year-on-year variation of -2.7% in the same month. The imports of capital goods in the second quarter of the year also anticipate reduced growth for private investment in 2Q19, with a quarterly growth rate of -6.4% (ea) at the close of June. Since 2016, private investment has followed a trend of low growth exacerbated by the election period, the new government's economic policy lines, and the delay in the approval of the USMCA in the USA. This year domestic and external risks are higher for private investment, first, as a result of the uncertainty arising from the review of contracts by the federal government, and second, due to the lower growth forecast for the Mexican manufacturing sector, resulting from lower dynamism in the US industrial sector. Indicators for when to invest in 2Q19 clearly indicate less certainty for investors, with a variation of -13.2% (ea) for the construction sector and -2.1% for manufacturing in 2Q19.
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	Public investment grew by 0.8% in 1Q19 (3.4% at an annualized quarterly rate), following three quarters of negative variations, partly driven by the purchase at the beginning of the year of transportation equipment by the federal government in order to address issues relating to fuel distribution. The historical series for this variable points toward a marked slowdown at the end of each six-year period that generally continues into the first year of the incoming administration, and we therefore anticipate that the slow dynamism of public investment will persist in the second half of 2019. In keeping with public investment, we estimate that government consumption will record low growth rates since we are in the first year of the new government, which represents a learning curve in terms of implementation of expenditure. The under-spending recorded in the first half of the year is indicative of this.
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	Economic slowdown has resulted in a deceleration in the generation of formal employment

	The creation of formal employment during the first six months of the year has seen a significant slowdown. According to figures from the Mexican Institute of Social Security (IMSS), in June 2019 the number of affiliated workers reached a figure of 20.38 million, representing an annual growth of 2.4% during the first six months of the year, a significantly lower level than the rate recorded in the first six months of 2018, which reached an annual  of 4.0%. This decline in employment growth has been intensifying throughout the year, with January beginning with an annual growth rate of 3.3% and by June reaching a rate of 2.4%; it should be noted that these rates are the lowest since 2010.

	[image: Image]In absolute terms, 289.3 thousand jobs were created in the first six months of 2019, representing a decrease of 39.2% compared to 2018 (186 thousand fewer jobs), which has been linked to low levels of economic activity, the fall in public investment, and stagnating private investment. 

	On the other hand, IMSS figures indicate that during the first six months of 2019, workers' base salary contribution was MXN 374.4 and in 2018 it was MXN 350.6, representing a 6.8% growth in nominal terms and 2.5% in real terms. Together with positive inflation performance, this increase has contributed to maintaining the purchasing power of wages. As a consequence, the total wage bill has shown an upturn, with an annual growth rate of 5.4% in real terms from January to June 2019. It is important to note that the increase has not been accompanied by an increase in productivity. According to the National Statistics Geography and Informatics Institute (INEGI, by its acronym in Spanish)  the IGPLE (Indicador Global de Productividad Laboral de la Economía — Global Indicator of Labor Productivity in the Economy) based on employed personnel, of which we have information up to the first quarter of 2019, there have been negative annual quarterly variations since June 2018.
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	Regard to the unemployment, the figures from INEGI's National Survey of Occupation and Employment (ENOE) indicated that the unemployment rate was 3.4% during the first quarter of 2019, i.e. 0.2 pp higher than the rate of the first quarter of last year. By the close of the second quarter of 2019, the gap is expected to remain, indicating a slight increase in the level of unemployment in relative terms. As a result, unemployment levels are expected to remain close to an average of 3.3% at year-end. 

	On the other hand, we anticipate that as a result of low economic growth at the end of the year and the slow recovery in investment, there will be a gradual recovery in employment generation at the end of the year and improved performance for 2020. In this sense, job creation will continue to show average growth rates of around 2.4% by the close of the year and real wages will grow by approximately 1.8%. 

	The trade balance recorded a surplus of USD 2.561 billion during the first half of 2019 vs. a deficit of USD 4.469 billion in the same period of 2018

	With regard to the trade balance, the lower economic dynamism during the first half of the year was reflected in a trade surplus of USD 2.561 billion (Figure 1). This positive trade balance can be explained primarily by the surplus in the non-oil trade balance, which was USD 13.147 billion vs. a surplus of USD 5.704 billion in the same period of the previous year. For 2019, we estimate that the trade deficit will stand at USD 3.86 billion.

	

	It is worth mentioning that the trade balance in crude oil, natural gas, and derivatives has been in deficit since the second half of 2014 (in the past this balance had been in surplus). In the first half of 2019, the oil trade balance showed a deficit of USD 10.586 billion vs. a deficit of USD 10.173 billion in the same period of 2018 (Figure 2). This annual increase in the oil trade deficit was due to the fact that oil exports fell 9.5% in annual terms, while oil imports showed an annual fall of 4.1%.

	[image: Image]Public finances: total public revenues in the first half of 2019 recorded a real annual increase of 0.6%, while total net spending showed a real annual decrease of 4.5% for the same period

	The total public sector budget revenue showed a real annual increase of 0.6% in the period of January to June 2019. In the breakdown of total budgetary revenues into components, non-tax income (including the federal government's petroleum revenue) reported a real annual decrease of 9.6% in the same period. For its part, tax revenue showed a real annual increase of 4.4% in the first half of 2019. Although the IEPS contributed by 3.7 pp to the real annual variation in tax revenue, this positive contribution was offset by the negative 0.1 pp contribution of VAT to the dynamism of tax revenues. Income tax (ISR) also made a positive contribution of 0.8 pp to tax revenue dynamism. With regard to import taxes, these added 0.2 pp to the real annual growth of tax revenues.

	Income tax is an important component of tax revenue due to its weight within its structure (accounting for 54.7% in the period from January to June 2019). It is worth noting that income tax showed a real annual variation of 1.5% in this period, which compares favorably to 0.6% of the real annual increase corresponding to the period from January to June 2018.

	Public sector oil revenues accounted for 15.7% of total budget revenues in the period from January to June 2019 (19.0% during the same period in 2018). It is important to note that this revenue item posted a real annual drop of 16.7% in the period from January to June 2019.
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	Regarding net public sector expenditure in the period of January to June 2019, a real annual fall of 4.5% was recorded. This was largely due to the discretionary expenditure item (which represented 69.3% of total net public sector expenditure during the period from January to June 2019), with a real annual reduction of 5.6% in that period. It is worth noting that, within this expenditure, 78.0% of the reduction is explained by cuts to current expenditure. Non-discretionary expenditure showed a real annual decline of 1.8% in the first half of 2019.

	It is important to recognize that federal funding, public pensions, and the cost of public borrowing continued to put pressure on public finances in the period from January to June 2019. Nevertheless, our calculations show that without financial investment and the aforementioned expenditure items, the remaining expenditure experienced a larger decrease with a real annual decrease of 13.1% during that period.

	The larger real annual decrease experienced by this more limited expenditure item is a sign of an even greater effort on the part of the federal government to maintain a certain degree of financial discipline on the items that fall more directly under its control. The federal government will have to continue its spending containment efforts during the period of July to December 2019 to meet the target of MXN 240.2 billion or 1.0% of GDP for the primary surplus.

	In the period from January to June 2019, the primary balance of the public sector recorded an amount of MXN 228.1 billion vs. MXN 126.9 billion in the same period of 2018. The primary surplus was largely due to the positive balance of MXN 135.2 billion from the federal government, which was offset by the negative balance of MXN 73.7 billion from agencies and companies.
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	Gross public debt stood at 45.9% of GDP in the first half of 2019. The debt level is 0.9 pp lower than the ratio of public debt to GDP seen at the close of 2018. As regards to the breakdown of this debt into domestic and external components, external debt fell from 36.1% at the close of 2018 to 35.8% at the close of the first half of 2019.

	At the end of 2019, the historical balance of the public sector borrowing requirements (SHRFSP) was 16.0 pp of GDP higher than its level in 2007. This broad indicator of public debt stood at 43.4% of GDP in the first half of 2019. We anticipate that the SHRFSP will close 2019 at 45.5% of GDP.[image: Image]

	
		In line with expectations, inflation regained its downward trend in May, after reaching its peak of the year in April, and is already below 4.0%.



	Following a transitional increase in headline inflation in the second quarter of 2019, which was largely due to an acceleration in the rate of increase in core prices (see Figure 4.1), it has resumed its downward trend, mainly driven by the continued decline in energy prices (see Figure 4.2). As a result, following an average decrease of (-)0.7 pp in the first quarter of the year (from 4.8% in 4Q18 to 4.1% in 1Q19), headline inflation picked up temporarily in the second quarter (to 4.2%), reaching what we expect to be its highest level in the year in April (4.4%). The transitional increase during the second quarter can be explained mainly by an increase of 0.3 pp in the core inflation average (from 3.56% in 1Q19 to 3.83% in 2Q19), and by the acceleration of the inflation of agricultural products.
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	In line with expectations, headline inflation regained its downward trend in May and is already below 4.0%, after reaching 3.84% in the first half of July. For the month of July we expect it to remain at 3.8%, and decrease to 3.6% in August-September. As such, we expect that it will decrease by an average of (-)0.5 pp in the third quarter (from 4.2% in the second quarter, down to 3.7%). This decrease can be explained by a gentle moderation of 0.1 pp in core inflation (from 3.85% at the close of the second quarter to 3.73% at the close of the third quarter) and by the favorable base effect of non-core prices, mainly from the energy sector, which will stand at 1% in July compared to 8.6% in April. As a result, the supply shocks in energy prices seen in 3Q18 (at an annual rate, the inflation of the energy sector exceeded 19% at the end of 3Q18) will continue to ease and promote the development of headline inflation. Regarding core inflation, we anticipate that the gradual downward trend expected for the third quarter will accelerate in the fourth quarter, in part favored by a base effect as a result of a substantial average rate of increase during the fourth quarter of 2018 (0.34% each month).

	As such, following the rapid decrease in headline inflation (-0.8 pp to 4.0%) and the moderation of core inflation (-0.1 pp to 3.6%) in the first three months of the year, the second quarter closed with headline inflation at the same level (4.0%) while core inflation stood at 3.8%. By the end of the third quarter, we expect headline inflation to fall (-)0.2 pp to 3.6% and core inflation (-)0.1 pp to 3.7%, thereby returning to the narrow range of 3.6-3.7% in which it fluctuated for a year (from 2Q18 to 1Q19) before experiencing the transitional increase described above. Both core inflation's resistance to decrease during that period and its moderate transitional increase during 2Q19 can be mainly explained by an increase in service prices (the inflation of this subindex increased from 3.4% at the close of 1Q19 to 3.8% in 2Q19) and an increase of 0.2 pp (from 3.7% to 3.9%) in merchandise inflation for the same period (see Figure 4.3). The increase in service prices was mainly due to indirect effects on transport services resulting from the energy supply shocks observed in the second half of 2018, a higher rate of increase in tourist services driven by higher air fare prices (in part driven by higher taxes), and an unfavorable base effect on discontinuing price reductions for telecommunication services during 2019.

	[image: Image]The higher rate of increase in merchandise can be explained by a transitional rebound in the inflation of processed foods, which was also due to indirect effects from the sharp increases observed in perishable food prices in the second half of last year. This was only partially offset by the continued favorable development of the sub-index of non-food merchandise, which is increasing at a rate of 2.8% per year at the end of the second quarter (see Figure 4.4). From our perspective, it is noteworthy that, despite increases in real wages and the indirect effects of various supply shocks, core inflation has remained relatively stable. The recent moderate increase is not a cause for concern, as it can be explained by cost factors as opposed to demand pressures. The change in weightings in July last year that increased the relative weight of processed foods has also had a negative effect, but this effect will begin to subside in the third quarter of the year. 

	Nevertheless, inflation performed well in the first half of 2019: the cumulative 0.7 pp increase forecast from January to July will be the lowest since 2015-2016, in which inflation reached historic lows of 2.7% and 2.8%, respectively

	Despite the downward resistance of core inflation (see Figure 4.5), headline inflation has performed very well in the first seven months of the year. The cumulative increase of 0.7 pp from January to July is the third lowest increase in the last nine years. It is similar to the 0.6% increase observed in 2016, the second lowest in this period, and significantly less than the average 1.2% observed during the period 2011–2018, excluding 2015 (when cumulative inflation until July was the lowest in history, due to the favorable effects of the telecommunications reform and the elimination of certain charges such as long distance tariffs) and 2017 (when cumulative inflation until July was very high due to the shift to higher exchange rates on the prices of goods following Trump's rise to power). It is worth noting that, despite the downward resistance of core inflation, the cumulative increase in headline inflation as of July is (-)0.4 pp lower than the typical average for this decade.

	[image: Image]In contrast, the evolution of inflation has been less favorable, however, we cannot overlook the indirect effects described above derived from supply shocks i.e., from cost factors as opposed to demand pressures. The cumulative increase of 2.2 pp from January to July is similar to the 1.9% average observed during 2011-2018, if we exclude 2015 and 2017 from the calculation once again.

	

	We expect inflation to continue to progress favorably; our forecasts for 2019 and 2020 remain unchanged

	Recent trends in headline and core inflation suggest that both will decrease in the coming months, although core inflation will fall at a slower rate (see Figures 4.7 and 4.8). We continue to anticipate that headline inflation will close the year at 3.4% and core inflation at 3.3%. Our forecasts for the close of 2020 remain at 3.5% and 3.3%, respectively.

	[image: Image]The balance of risks for inflation has improved and is more balanced

	Our forecasts for inflation are subject to both downward and upward risks; in our opinion, the balance of risk has improved and is more in proportion. The main upside risks continue to be associated with future exchange rate performance. We believe that the risks to the exchange rate continue to skew upward. This could be affected by both external factors, such as a possible resurgence of fears over the failure of the US Congress to ratify the new North American Free Trade Agreement and the USA-China trade war, as well as internal fears about a possible further deterioration in the Pemex situation that could affect the exchange rate if it is perceived that it would eventually result in a deterioration of public finances. In addition to these upside risks associated with the exchange rate, pressures on energy prices (low probability) and/or fruit and vegetable prices could resurface, resulting in new supply shocks. In our opinion, the increase in the minimum wage does not represent an upside risk since only 3% of workers in the formal sector receive it, and in the context of a weaker economy/higher output gap, it will not increase the bargaining power of workers who receive two or more minimum wages, thereby avoiding a significant transfer of this increase to other wages.

	The main downside risks continue to be associated with the weakness of the economy, which is widening the output gap and continues to explain the absence of demand pressures on prices. In addition, the favorable performance of non-core prices could continue in a context where the new administration has committed itself not to increase energy prices beyond inflation. If this target were reached in 2019, gasoline prices (representing 6% of the basic goods subject to headline inflation) would not increase for the rest of the year, limiting the potential upward pressures resulting from a possible surge in energy prices on the international market.

	Monetary policy: the beginning of the downward cycle is near...

	After the Governing Board of the Bank of Mexico (the Board) decided to take preventative action by increasing the monetary rate by 25 bp to 8.25% at the last two meetings in 2018 (November and December), in the first three of the four meetings that have been held this year, the Board unanimously agreed to maintain the rate unchanged at that level. In the fourth meeting it kept the rate unchanged with one dissenting vote from Deputy Governor Gerardo Esquivel, who would have preferred (as we would have) for the Governing Board to have opted for a 25 bp cut to 8.0% of the monetary rate. 

	While the language of Banxico's latest monetary policy statement maintained a restrictive, hawkish tone, it is softer than that of previous releases and, in our opinion, both this and Esquivel's dissident vote support our forecast of an early beginning of a downward cycle. This moderation in tone suggests that the central bank is no longer open to possible additional precautionary increases and gives an indication that, in the absence of a deterioration in the balance of risk for inflation, and after a long monetary pause, the most likely scenario for the coming months is the beginning of a cycle of monetary easing that will gradually move monetary positions away from the historically restrictive level they currently hold, in a context of falling inflation with a weak economy and no demand pressures. Banxico's more balanced tone is reflected by several changes in its language. It states that the downward inclination of the balance of risks for growth “has increased." As regards inflation risks, it implicitly states that the risks are more balanced. In short, Banxico acknowledges, albeit in a tentative manner, the improved context for inflation and has taken the first step toward softening its tone and increasing flexibility for upcoming monetary rate adjustments. Thus, as we had anticipated, Banxico has shifted from a preventive approach (with possible additional preventive increases in the monetary rate), to a cautious approach of waiting and observing the evolution of the balance of risk for inflation, and then gradually prepare the ground for the beginning of a downward cycle. We believe that in June Banxico moved slightly closer to the start of an early relaxation of its monetary stance. We continue to anticipate a drop of 50 basis points (bp) in the monetary rate (to 7.75% at year-end), beginning with -25 bp in September. For 2020, we continue to foresee an additional cumulative cut of 100 bp to 6.75%.

	The changes in Banxico's tone indicate greater flexibility and a better characterization of the recent evolution of inflation and its most likely future performance (the continuation of a downward trend). Although it is important that one member has already voted to start relaxing the existing restrictive monetary stance, the change in tone is even more significant as it shows greater flexibility and more clearly reflects the context of weak growth and falling inflation. We believe that Banxico will most likely shift its approach to a gradual easing of the monetary stance sooner rather than later. In fact, this may occur in the meeting in August, where it could announce that lower interest rates are imminent. There are several reasons for this: i) the Federal Reserve cut its reference rate in July and made it clear that it will not return to a cycle of rises for at least the remainder of the year; this has further widened the high interest rate differential between Mexico and the USA ii) the exchange rate is relatively stable despite risks and the recent increase (accumulated depreciation of 3% due to trade tensions and global risk aversion); iii) as we anticipated, headline inflation is already below 4.0% and will maintain a downward trend for the rest of the year; core inflation will resume a clearer downward trend in the fourth quarter but in the third quarter it is expected to return to the narrow range in which it fluctuated between 2Q18 and 1Q19; iv) the economy is showing clear signs of weakness (GDP growth of just 0.1% QoQ in 2Q19 after contracting (-)0.1% QoQ in 1Q19) and, consequently, the increased weakness of the cyclical position of the economy is translating into an increase in the output gap, not only limiting the possible upside risks but tilting them downward; and v) the monetary position is highly restrictive: the real ex-ante monetary policy rate stands at over 4.0% (at 4.3% in July), an elevated level by historic standards, and significantly higher than the estimate of 2.0% of the neutral rate.

	In this context, we believe that the case for a less restrictive monetary policy stance is growing ever stronger. We believe that Banxico will significantly relax its communication in August and gradually and cautiously begin to ease its monetary stance in September.

	[image: Image]… We anticipate that Banxico will begin reducing rates in September

	The balance of risks for inflation continues to improve, together with the good performance of inflation, relative exchange rate stability, and lower inflation expectations. Inflation already fell to 3.8% in the first half of July and by the September meeting the August figure will be known, for which we expect inflation to drop further to 3.6%. As regards core inflation, we anticipate that by this time it will have slowed to 3.7%, from the 3.9% peak reached this year. Although the exchange rate is currently affected by the recent significant increase in global risk aversion, its evolution does not present a negative differentiation (see Figures 4.9 and 4.10) and we expect that, should this aversion subside, it would return to slightly more moderate levels. Indeed, since June 7, when the risk of possible tariffs on exports from Mexico to the USA lifted, the peso has performed better than other emerging currencies (see figure 4.10). It is important to reiterate that risks to the peso continue to skew upward, and are mainly related to Pemex (the government still needs to address Pemex's problems in a credible way), sovereign rating, implementation of the 2019 budget and future fiscal pressures, and a possible delay by the US Congress in ratifying the North American Trade Agreement. However, with the Federal Reserve on the sidelines, the context for emerging currencies will improve when trade tensions between the USA and China calm. In addition, long-term market-based inflation expectations have dropped recently from 4.3% to 4.0% (see Figure 4.11) and analysts' consensus expectations have also dropped: in June, the consensus for the close of 2019 and 2020 fell from 3.8% and 3.7%, respectively, to 3.6% in both years (compared to 3.4% and 3.5%, as predicted by BBVA Research) and compared to the year-end inflation of 4.0% at the beginning of 2019.

	[image: Image]The Federal Reserve is likely to make an additional cut in the benchmark rate due to increased risks from the US-China trade war. It has been difficult for Banxico to begin to cut rates with a cycle of hikes by the Fed and inflation above 4.0%, but with a less favorable outlook for the US economy and intensifying headwinds, the Fed cut rates in July and is expected to do so again before the end of the year. In this context, Banxico should have fewer concerns about the relative position of monetary policy, even if it begins to cut rates, as the risk-adjusted MXN carry trade remains very attractive (see Figure 4.12).

	The marked slowdown in economic activity during 4Q18–2Q19 implies a much weaker cyclical position. As a result, it is foreseeable that the absence of demand pressures will continue with the widening of the output gap and that downward risks for inflation will have intensified. 
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	This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

	Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such specialized advice as may be necessary. The contents of this document is based upon information available to the public that has been obtained from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments do not guarantee future performance.

	The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited or even not exist.

	BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the publication of this report, to the extent permitted by the applicable law.

	BBVA or any of its affiliates´ salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

	This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities. In particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom, (ii) those with expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section 49(1) of Order 2001 to whom the contents hereof can be legally revealed.
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