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A stronger 2(Q26 is unlikely to
shift Banxico’s policy pause

BBVA Research

Easing core services inflation is encouraging, but Banxico likely
needs further confirmation

The policy statement
remained virtually unchanged, leaving Chair Warsh'’s press conference as the main source of
new policy signals. His introductory remarks were clearly hawkish, but his answers during the
Q&A were considerably more ambiguous. He deliberately avoided providing explicit guidance
on the timing of the next move, instead preserving policy optionality by emphasizing that the
Committee will focus on “trends in the data” rather than individual data releases. He argued that
removing forward guidance was intended to allow markets to transmit a more “unfiltered” signal
about the outlook. In his view, the recent rise in long-term yields and the strengthening of the
U.S. dollar are already contributing to tighter financial conditions (Figure 1). We continue to
believe that the durability of the recent improvement in inflation will be the key determinant of
the next policy move. At the same time, downside risks to activity remain elevated, including
geopolitical tensions, a stable but fragile labor market, and uncertainty surrounding the
sustainability of the Al-driven investment boom. Another pause in September remains, in our
view, a plausible baseline scenario, although we continue to see the risks to our outlook as tilted
to the upside (click here and here for additional details on last week’s FOMC meeting).

Real GDP expanded
1.5% q/q following the 0.6% contraction in the first quarter (Eigure 2), with industry and services
growing 1.6% and 1.5% q/q, respectively. While the rebound appears to have been supported in
part by the completion of infrastructure projects ahead of the FIFA World Cup, the implied June
GDP growth contribution to the quarterly outturn suggests that the tournament’s boost to activity
was limited. We therefore continue to view the rebound as temporary, with underlying demand
conditions likely to remain weak once these effects fade. Labor market conditions also continue
to point to only a gradual recovery. Although formal employment growth accelerated to 2.0% y/y
in June, much of the improvement reflected the incorporation of digital platform workers into the
IMSS. Excluding those workers, effective employment growth was only 1.0% y/y (Eigure 3),
while cumulative job creation through June remained more than 40% below its historical
average, suggesting that the prolonged weakness in underlying domestic demand still has
ample room for improvement. Overall, stronger 2Q GDP data are unlikely to alter the Board’s
view that, while economic slack remains significant, it no longer justifies further easing with the


https://www.bbvaresearch.com/en/publicaciones/us-the-hawkish-case-will-likely-remain-but-not-for-immediate-action/
https://www.bbvaresearch.com/en/publicaciones/us-support-for-tightening-grows/
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policy rate at broadly neutral levels.

Headline inflation
rose just 0.05% in the first half of July, lowering the annual rate to 3.1%, helped by the
continued moderation in non-core inflation. Meanwhile, core inflation remained unchanged at
3.9% yly, as the monthly increase (0.16%) came in below market expectations. The most
encouraging development was the moderation in core services inflation excluding housing and
tuition—the measure most closely linked to the domestic economic cycle—which remained
below 5.0% yl/y for a second consecutive fortnight (Figure 4). This further confirms that weak
domestic demand is gradually filtering into sticky inflation components. A negative output gap
alongside weak labor conditions should limit demand-side pressures and keep core services
disinflation on track. With the policy rate at the midpoint of neutral, the Board will likely resist
preemptive hikes—even if the Fed tightens soon—given the divergent domestic demand cycles
in Mexico and the US. Instead, Banxico will likely maintain its pause while assessing whether
the recent moderation in services inflation proves durable.

The Mexican peso has continued to trade broadly in line with other
emerging market currencies despite renewed volatility surrounding the conflict in Iran,
fluctuating within a narrow 17.3-17.6 range while FX volatility remained subdued. Although the
10-year M Bond yield increased following the Fed’s hawkish shift in June and briefly reached
9.3% during the renewed escalation of the Middle East conflict, it has since retraced to around
9.1%. Importantly, the increase appears to have been driven primarily by higher U.S. Treasury
yields rather than a deterioration in Mexico’s risk premium. Sovereign CDS spreads have
remained broadly stable, while the decline in FX risk premia has continued to exert downward
pressure on long-term local yields. Banxico’s June meeting minutes also reinforced the case for
an extended pause, revealing broad agreement that the current policy stance remains
appropriate given the absence of demand-side pressures, the strength of the peso, and the
persistence of services inflation. Even Jonathan Heath'’s traditionally hawkish remarks focused
on defending an extended pause rather than opening the discussion on rate hikes, arguing that
a potential Fed hike would merely reduce the room for additional easing.

Recent
data continue to validate the Board’s assessment that the policy rate has reached a level
consistent with inflation converging to target without additional policy easing. We think the likely
temporary nature of the strong 2Q26 GDP rebound and the lingering labor market weakness will
prevent the Board from adopting any hawkish tone. At the same time, the June meeting minutes
suggested that the debate within the Board has shifted away from whether additional easing is
warranted toward how long the current stance should be maintained. Even the more dovish
members acknowledged that the current stance is “well-suited” and “sufficiently robust,” while
the more hawkish members argued that a potential Fed rate hike would reduce the room for
additional easing rather than require Banxico to tighten. For now, we continue to expect the
policy rate to remain at 6.50% at least through year-end.
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Warsh argued that the rise in long-term yields
is contributing to tighter financial conditions

FIGURE 1. 10-YEAR TREASURY YIELD &
DXY INDEX (% & INDEX POINTS)
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2Q26 real GDP expanded 1.5% q/q following
the 0.6% contraction in the first quarter

FIGURE 2. MEXICO REAL GDP (Q/Q%)
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Much of the recent improvement in formal jobs
reflects the incorporation of digital platforms

FIGURE 3. JOBS AFFILIATED WITH THE
IMSS (Y/Y%)
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Core services ex housing and tuition remained
below 5% for a second straight fortnight

FIGURE 4. INFLATION (Y/Y%)
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DISCLAIMER

The present document does not constitute an “Investment Recommendation”, as defined in Regulation (EU) No 596/2014 of the
European Parliament and of the Council of 16 April 2014 on market abuse (“MAR”). In particular, this document does not
constitute “Investment Research” nor “Marketing Material”, for the purposes of article 36 of the Regulation (EU) 2017/565 of 25
April 2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council as regards organisational
requirements and operating conditions for investment firms and defined terms for the purposes of that Directive (MIFID II).

Readers should be aware that under no circumstances should they base their investment decisions on the information contained
in this document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

This document has been prepared by BBVA Research Department. It is provided for information purposes only and expresses
data or opinions regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

This document and its contents are subject to changes without prior notice depending on variables such as the economic context
or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA on its website www.bbvaresearch.com.
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