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Rising inflation in Mexico is due to supply shocks 

and will subside next year 

Javier Amador / David Cervantes / Víctor Iván Fernández / Arnulfo Rodríguez / Saidé Salazar / Carlos Serrano October 2021 

Economy recovers from the crisis, but in a slow and incomplete way. 

We revised downward our 2021 growth estimate to 6.0% (previously, 6.3%) due to weak domestic consumption and the extension of bottlenecks. 

The most recent data of the BBVA Research Big Data Consumption Indicator show a contraction on private consumption in 3Q21. 

The country's transportation equipment manufacturing sector has been affected by the persistent shortages of semiconductors and other inputs. 

Our baseline scenario assumes that the recovery will continue next year, with an estimated growth for 2022 of 3.2% (compared to the 3.0% previously forecast). 

The pace of formal job creation (recorded by the IMSS) accelerated in 2H21; however, high levels of informal employment and underemployment prevail. 

We anticipate the usual negative seasonal adjustment for December, but it will probably be less strong than normal, given that the outsourcing reform could mitigate this adjustment. 

We expect inflation to remain high in the coming months due to changes in relative prices, but it will shrink significantly in 2Q22. 

Banxico will increase the monetary rate in the next two meetings to 5.25%,  but then it will take a break, in the expectation that inflation will notably decline from 2Q22 onward. 

Tapering and the conversation surrounding the Federal Reserve's rate hike will take the exchange rate to MXN 20.90 per USD by the end of 2022. 

The yield curve flattened in recent months due to a significant adjustment in the expectations of hikes by Banxico. The level of the curve has increased recently after the upward correction of the yield rates in the US, and an additional adjustment in the expectations of monetary rate hikes. 

We forecast a current account deficit of 0.1% of GDP for 2021 in light of an economic recovery moving toward consolidation. Mexico does not have any problems in terms of external imbalances. 

The current balance in the electrical sector can be improved,  but the reform would be a major regression. 

Public debt (% of GDP) will remain relatively stable in the coming years. 

We revised downward our 2021 growth estimate to 6.0% (previously, 6.3%) as a result of the weakness of internal consumption and the low growth of manufacturing in the automotive segment. The most recent data of the BBVA Research Big Data Consumption Indicator (BBVA Research BDCI) show a contraction of private consumption in 3Q21 due to waning momentum from re-opening and the increase of cases of the Delta variant (with a negative effect on household activity). The decline was most pronounced in the services sector. Sectors such as hotels and restaurants—those that benefited most from the momentum driven by re-opening—drastically corrected the rebound of 1H21. In global terms, the BBVA Research BDCI contracted (-)1.0% q/q (SA) in 3Q21. 
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In addition to weak domestic consumption, there was an extension of bottlenecks derived from the impact that the pandemic has had on value chains around the world. In particular, the country's transportation equipment manufacturing sector (automobiles) has been affected by the persistent shortages of semiconductors and other inputs. In July, the capacity utilization in the light vehicle industry was at a level of around 60%, 20 pp below its pre-pandemic level, and the most recent data of the PMI indicators of the manufacturing sector indicate that suppliers' 

delivery times have not improved. 

With respect to investment, the early figures of 3Q21 are below expectations, after the growth of 11.0% recorded in the first half of the year. We expect investment to retake its course of recovery in 2022, as the tertiary sector picks up momentum due to the increased coverage of the vaccination program, with a favorable effect on household and corporate activities. Our baseline scenario assumes that the recovery will continue next year, with the 2022 growth estimate at 3.2% (previously 3.0%), with a private consumption growth of 3.4% and private investment growth of 3.2%. However, it is a gradual and incomplete recovery, and smaller than the recovery observed in other countries in the region. 

The outlook is for better employment dynamism in the second half of 2021. Formal job creation recorded by the IMSS was even better than expected. The data from September 2021 points to unprecedented job creation. One of the factors that explains this dynamism is the adjustment generated in the labor market by the reform to eliminate outsourcing. 

As we have emphasized, the recovery of the labor market remains partial and uneven. According to August 2021 

data from the National Job and Employment Survey (ENOE), the level of job participation remains -0.8 pp below the pre-pandemic level, which implies that after 19 months of normalization of the labor market, the level of job creation will struggle to reach the previous trend. The pandemic reflected that workers with informal jobs have been the most vulnerable and affected during the closing of the economy. This entailed the total loss of the flow of income for up to 8.0% of this type of workers who were expelled from the labor market (56.3% Aug-21 vs. 48.0% 

Apr-20). By contrast, the recovery process of economic activity has presented the highest recovery (+1.4 pp with respect to August 2020). This has directly impacted the levels of job insecurity, clearly reflected in the high levels of the critical employment conditions rate (24.5% in August). 

By contrast, the formal employment recorded by IMSS in September showed the highest monthly (174 thousand) and cumulative (821 thousand) employment variation in the last 24 years. In this regard, the results of the last three months have exceeded the forecast in our baseline scenario, which is a good sign for job recovery. The reform to eliminate outsourcing has had positive effects for permanent employment, which in the short-term implies greater stability in employment for workers and in the long-term will represent an improvement in retirement conditions and greater access to the financial system. The adjustment in the composition of employment by minimum wage (MW) level shows a lag in the recovery of the highest paying jobs (5 MW), an adjustment probably caused by the elimination of outsourcing. Despite this, at the aggregate level there have been no negative effects on the level of real wage and total wage bill. As was expected, we are closer to the pre-pandemic employment level. We still expect a negative adjustment in December. However, the reform to eliminate outsourcing could offset the adjustment, improving the outlook for formal employment in the short-term. 

It must be pointed out that we are still a long way from a full recovery of employment, especially if we compare the current level of employment to the job creation trend we had before the pandemic (1.3 million lower). That is, the labor market still has significant room for improvement. Given the recent employ ment dynamics, and combined with the fact that October and November are historically strong months for job creation, our year -end outlook has improved. We now expect a creation of 823 thousand jobs by the end of 2021 and 712 thousand by the end of 2022. 
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With respect to inflation, the bottlenecks in output have continued to put upward pressure on headline and core inflation. Thus, the sub-index for goods of core inflation has had an average increase of 0.59% m/m from January to September. As such, the inflation of goods has accentuated the upward trend that it had shown since the pandemic started as a result of the greater relative demand for goods, particularly food, as well as supply shocks due to the aforementioned bottlenecks. With that, the year-on-year inflation of the goods accelerated to 6.3% in September, compared to the 5.8% observed both at the end of the first quarter and the second quarter, due to an acceleration of the prices of goods to 6.9% y/y at the end of 3Q21, 0.5 percentage points (pp) higher than in June, and the continuation of high levels of inflation of non-food goods: 5.6% y/y in September, a level similar to the 5.7% 

observed in June. 

Although core inflation in services is moderate (3.4% y/y in September), its level has increased this year. This is the result of the re-opening of the economy, and the upward adjustment of the prices of some services that are more related to mobility, after the historically low levels reached during 2020 (2.0% y/y in December 2020). Despite this, the inflation of services—more related to the strength of demand and the slack in the economy, and, therefore, more persistent—is expected to stabilize at moderate levels in the coming months. In fact, the inflation of services other than education and housing fell slightly in three of the last five fortnights, increasing only 0.01% f/f in the other two. The data seem to indicate that the strong upward trend and this year's high levels of inflation clearly correspond to a change in relative prices. However, the continued effects on output combined with new energy price hikes will prevent a decline of inflation in the short term. For this reason, we adjusted upward our year-end forecasts for headline and core inflation to 6.5% and 5.0%, respectively. However, with the normalization of the output expected for the second half of the year, we continue to predict that inflation will significantly shrink by 2022. 

We anticipate levels of 3.5% for headline and core inflation at the end of 2022. 

Despite the fact that inflation pressures are due to a change in relative prices as well as the fact that the expectations for medium- and long-term inflation remain well-anchored and stable, Banxico initiated a "pre-emptive" hiking cycle in June and has increased the monetary rate in three consecutive meetings, taking it to 4.75%. The minutes from the latest meeting suggest that a four to one majority of the Governing Board consider that additional hikes will be necessary in a context of possible additional, albeit temporary, increases in inflation in the coming months. For this reason, we revised upward our prediction for the monetary base to 5.25% for the end of this year, anticipating two more increases of the monetary rate in November and December, respectively. 

However, considering Banxico's inflation forecasts for 2022, which are similar to ours, monetary policy will tend to be restricted in the first half of 2022 and significantly restricted starting in 2022. For this reason, and considering the ineffectiveness of an increase on the monetary rate to offset the effects that have driven inflation upward (i.e. 

effects on the output chains and increased international prices of the inputs), we expect Banxico to take an extended break in most of 2022. It will only make one additional hike to 5.5% in December 2022, bringing the monetary rate to the neutral level. This movement coincides with the start of a cycle of gradual increases in the federal funds rate. 

Meanwhile, long-term interest rates have fluctuated in a relatively narrow range. The 10-year fixed-rate government bond yield rate oscillated around an average level of 7% until the first half of September. In a context of rising short-term interest rates and long-term rates at stable levels, Mexico's yield curve slightly flattened in comparison with the previous quarter. However, since the last two weeks of September, the level of Mexico's yield curve has increased after the upward correction of the yield rates of US Treasury Bonds. This is also explained by greater clarity in relation to the start of the process to reduce asset purchases by the Federal Reserve and greater risk aversion among investors due to a longer-than-expected continuation of the factors of a temporary nature that have affected inflation. 
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For the fourth quarter of 2021, we expect that in a context of less uncertainty in relation to the next decisions of the Bank of Mexico's monetary policy, short-term interest rates will continue to evolve in an orderly fashion. 

Likewise, we expect that the recent increase in the level of Mexico's yield curve will tend to moderate toward the end of the year. In particular, we expect a level of 7.2% for the yield rate of 10-year fixed-rate government bonds at the end of 2021. 

We anticipate that the current account deficit will stabilize at around 1.3% of GDP in the medium term. In addition, it is expected that such deficit will be around 0.8% of GDP in 2022 with the consolidation of the economic recovery. 

This suggests that the Mexican economy does not show fiscal imbalances. 

In the January-August period, the public sector's primary balance showed a total of MXN 132.9 billion vs. 151.7 

billion in the same period of 2020. For this year, the federal government's target for this balance is MXN -107.3 

billion (-0.4% of GDP). Public revenues increased 5.6% in real annual terms from January -August, while public spending grew 5.4% in the same period. Tax revenues grew 3.5% in real annual te rms in the aforementioned period. 

The 2022 economic package reinforces the commitment to fiscal discipline without creating or raising taxes. As a result of the federal government's increased optimism for economic growth in 2022, there is a downward bias of the balance of risks for tax revenues. The estimation of higher tax revenues is supported by revenue improvements and administrative and technological simplification actions with more fiscal authority to enforce tax payments. 

Moving forward, fiscal pressures will increase due to pension and retirement payments, which will represent 22.3% 

of the projected expenditure in 2022. Public debt (% of the GDP) will remain stable in the medium term. Losing investment grade status seems very unlikely in the coming two years. 

Another additional pressure factor for public finances in the medium term is Pemex. In recent years, this company's finances have benefited from significant reductions in the Derecho por Utilidad Compartida (tax on joint oil contracts between the Mexican Government and private companies), fiscal stimuli and equity contributions aligned with the maturity profile of its short-term debt, factors that put pressure on public finances. This financial support package of the federal government has undoubtedly contributed to mitigate the adverse impact of the Covid-19 

pandemic, as well as considerably reduced Pemex's net debt. However, the company's business model must be changed, increasing private investment and reducing refinancing activity in order to be able to achieve a more structural solution. 

If approved, the constitutional reform that the Chamber of Deputies is debating today would represent a significant setback, given that it would favor more expensive and pollutant sources of electricity, which would jeopardize the country's energy transition. In addition, the cancellation of contracts, permits and clean energy certificates, as established in the transitional period of the reform in question, would send a new signal of uncertainty that we predict would reduce investment. 
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DISCLAIMER 

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof. 

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 affiliatesśalespeople, 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. 

The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking. 

BBVA Bancomer and the rest of BBVA Group who are not members of FINRA (Financial Industry Regulatory Authority), are not subject to the rules of disclosure for these members. 

“BBVA Bancomer, BBVA and its subsidiaries, among which is BBVA Global Markets Research, are subject to the Corporate Policy Group in the field of BBVA Securities Markets. In each jurisdiction in which BBVA is active in the Securities Markets, the policy is complemented by an Internal Code of Conduct which complements the policy and guidelines in conjunction with other established guidelines to prevent and avoid conflicts of interest with respect to recommendations issued by analysts among which is the separation of areas. Corporate Policy is available at: www.bbva.com / Corporate Governance / Conduct in Securities Markets”.  



ENQUIRIES TO: 

BBVA Research – BBVA: Paseo de la Reforma 510, Colonia Juárez, C.P. 06600 Mexico City, Mexico. 

Tel.: +52 55 5621 3434 

bbvaresearch@bbva.com www.bbvaresearch.com 
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