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The risks: from oil to lower activity
Growth is not yet generalized
Inflation challenge: to consolidate at low levels
The drop in interest rates cycle ends: “pause” begins
Greater peso volatility
Entering final stage in elections



Mexico: Editorial

The fi rst quarter of 2006 has closed, still without the offi cial fi gures being 
released, with high economic growth in Mexico. This leads us to think 
that for the year as a whole, the economy could advance around 3.6%, 
surpassing the 3.2% that we previously estimated. The scope of the 
recovery in automobile exports following the introduction of new models 
in the second half of 2005 and the relative solid strength of domestic 
demand, especially investment in construction and services, is behind 
this improvement in outlook. These growth rates are slightly above the 
current potential expansion of the Mexican economy. In addition, not only 
are such rates allowing the present cycle of economic recovery to extend 
for more than three years now, in line with the upward cycle of the U.S. 
and world economy, but they also enable us to banish the specter of 
moderation in growth, which could be deduced from the discouraging 
data regarding growth for the fi rst half of 2005. However, within this 
panorama there are signs that urge caution and as a result we are not 
increasing our growth outlook for 2006 nor modifying our projections 
for 2007. The recovery of manufacturing production is not solid beyond 
the automotive sector, nor is the recovery of consumption suffi ciently 
extended to believe that its growth rate could be accelerated.

This economic cycle has been accompanied by a signifi cant reduction 
in infl ation, moving toward the central bank target, with very good 
results in core infl ation. This has meant that following the increases 
in bank funding rates to levels of 9.75% in the summer of 2005 to 
head off the risk of a transference of the agricultural recession of 
2004, the central bank has brought funding rates down to 7%, 225 
basis points higher than federal fund rates in the United States. And 
all this with a peso that, despite the depreciation between February 
and April, has remained appreciated in real terms in relation to its 
historical average, given the abundance of fl ows.

There is no doubt that the relative speed in the rate of the recent 
depreciation of the peso will generate certain caution on the part of 
the Banco de México, which has seen how the low spread between 
Mexican and U.S. rates following their aggressive cycle of declines in 
the past seven months is no longer enough to protect the peso from 
greater weakness and volatility in response to the change in expecta-
tions on the part of the market with regard to increases in federal fund 
rates in the United States. In this sense, we can expect a pause in the 
downward trend to avoid aggressive depreciations of the peso that can 
worsen infl ationary expectations and which, for the time being, have 
allowed us to see minimum levels in funding rates. The outlook for 
infl ation remaining within the central bank’s tolerance range leads us 
to think that once expectations for increases in Federal Reserve rates, 
which we believe will stop at 5%, calm down, if the international fl ows 
continue and tend to appreciate the peso, there could be additional 
maneuvering room for a decline in the second half of the year.

Except for surprises, a central bank with an infl ation target that is 
being met, with infl ationary expectations on quiet ground, and with a 
peso slightly appreciated in real terms, we would have to see many 
dangers for infl ation on the horizon in order to expect price increases 
in the next few months. And for now, it is diffi cult to see such dan-
gers, even with or without elections, and especially in a context of 
solid fundamentals in the Mexican economy.
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International Environment

Dynamic World Activity

World economic activity has remained relatively dynamic despite 
high oil prices. The indicators published in the fi rst months of 2006 
point to high growth in the industrialized countries, including Japan. 
In particular, in the U.S., annualized quarterly growth in the 1Q06 will 
be around 5%, spurred by a rebound in the expansion of consump-
tion, compared to growth registered in the 4Q05, mainly in durable 
goods. Economic growth will be more moderate later, in line with 
its potential.

Thus, we expect GDP growth of 3.3% in 2006 and 3.2% in 2007. The 
moderate drop in the growth rate in the U.S. compared to 2005 will 
be the result of lower real estate wealth extraction—in view of lower 
appreciation of housing prices and the rise in interest rates—, which 
will cause consumption to moderate its expansion rate to levels more 
in line with the growth rate of disposable income. Also, job creation 
seems to have reached its maximum in the current expansion cycle, 
and everything points to the fact that it will maintain a stable trend 
in the coming quarters at an average annual rate of between 1.2% 
and 1.7%. Non-residential investment will continue to grow over the 
rest of the economy, supported by a favorable outlook and strong 
business profi ts obtained through solid gains in effi ciency and high 
productivity.

Lower growth in domestic demand and, particularly, in consumption 
in 2006 could be partially offset by greater growth of foreign demand. 
On the one hand, in Europe, the recovery of confi dence is a fact and 
should be accompanied by an improvement in activity data, espe-
cially in countries that, up to now, have shown moderate growth, 
like Germany. The favorable fi nancial conditions for companies or 
the recovery of families’ disposable income within a context of job 
creation are solid bases to further European domestic demand. On 
the other hand, Japan continues to show notable growth, superior 
to its potential, which could lead to the end of defl ation in 2006.

Despite the environment of solid growth and high oil prices, infl ation 
has remained within a relatively narrow range, especially in the core 
component. Even in the U.S., where the use of productive resources, 
capital and work has risen signifi cantly and surpassed its historic 
averages, the rally in energy infl ation has been barely transferred to 
fi nal prices. In fact, the impact of globalization and the performance 
of real wages, with practically nil growth rates, despite the cyclical 
situation of the economy, provide a certain margin for inferring that 
any rally in infl ation will be relatively limited. The forecast for core 
infl ation in the U.S. for this year is of annual 2.5% growth, which 
implies a moderate trend upward as of the 2Q06. The expectation 
for headline infl ation is that it will remain contained at an annual 
average of 2.9% in 2006.

Within a context where idle capacity continues to diminish and core 
infl ation presents potential upward risks, we expect the Fed to con-
tinue to restrict monetary policy. Nevertheless, to the extent that 

Source:   BBVA with IFO, ISM and Tankan data

-3

-2

-1

0

1

2

3

Japan

Germany United States

9493 95 96 97 98 99 00 01 02 03 04 059291

Industrial Confi dence
Standardized indexes

Source:   BBVA with OECD and Morgan Stanley data

94
-30

-20

-10

0

10

20

30

40

-6

-4

-2

0

2

4

6

8Leading
indicators of

OECD activity

World stock
market
index

93 95 96 97 98 99 00 01 02 03 04 05 06

Leading Indicators of Activity

Economic Outlook

2007f

eop         end of period
f              forecast
Source:   BBVA US

2006f

GDP (real % change)
CPI (% change)
  Headline
  Core
Federal Funds (% eop)

3.2

2.1

2.3

5.00

3.3

2.9

2.5

5.00

2005

3.5

3.4
2.2

4.25



Situación México

3Second quarter 2006

idle capacity seems to have reached its lowest level, core infl ation 
and infl ationary expectations will remain delimited, and economic 
indicators will validate, as we expect, a moderation in activity going 
forward, mainly in the real-estate market. We anticipate a pause in 
the restrictive cycle of monetary policy when it reaches 5% in May, 
although, to the extent that greater pressure is perceived on core 
infl ation in a context of high growth, the FOMC could act cautiously 
and delay this pause.

There is no doubt that as the end of the cycle of monetary policy 
approaches, uncertainty regarding its future course increases, giv-
ing space for periods of greater volatility in the forecasts than those 
seen in recent quarters. However, with the economy growing near 
its potential and stable core infl ation, we believe the pause could be 
prolonged, as occurred following the restriction cycle in 1995.

In the EMU, interest rates will continue to rise also gradually and 
calmly, until they stand at 3% by the end of 2006. Japan also took 
the fi rst step in changing its monetary policy: it modifi ed its policy of 
“quantitative” monetary easing that could signal the abandonment 
of zero interest rates toward the end of this year. Jointly, the main 
central banks are moderating the degree of easing that has charac-
terized monetary policy in previous years, even though the expected 
interest rates are still lower than the maximums reached in previous 
tightening cycles.

A world with structural changes?

Today, one of the most vivid debates among economists is the sus-
tainability of the current model for world growth in which, by way of 
simplifying, China invests and exports, while the U.S. imports and 
consumes, at the same time that infl ationary pressure remains low 
at a global level. This model is mirrored in excess savings in China 
(similar to other Asian countries and oil-producing countries), which 
fi nances negative savings in the U.S. (with a current account defi cit 
of 7% in GDP) and helps long-term interest rates remain low.

In addition to greater credibility of the fi ght against infl ation by the 
central banks, there are other factors that provide support for this 
situation to respond, in part, to structural change, such as the techno-
logical development and globalization of activity with new participants 
in the market economy, which is assuming a change in the traditional 
mechanisms for the transmission of prices and wages. This global-
ization, transferred to the fi nancial markets together with the lower 
volatility of macro variables, implies a reduction in the risk premiums 
and, therefore, presumes a reduction in long-term interest rates.

This last novel factor could explain the fact that, despite the rise in 
the U.S. federal funds rate, long-term interest rates have remained 
relatively stable, thereby leading to a signifi cant fl attening of the yield 
curve, and even at some moments to its slight inversion.

Usually, an inversion of the yield curve is interpreted as a signal of 
economic recession, with an average advance notice of four quar-
ters. Now, on this occasion, it is possible to add, as Bernanke has 

Note:      Estimated as of April 2006
Source:   BBVA with Federal Reserve and BCE data
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recently indicated, that the fl attening of the debt curve could be the 
result of a lower risk “premium”, derived from lower macroeconomic 
uncertainty and greater demand for bonds by agents who are not 
too sensitive to the profi tability-risk criteria. This explanation could 
assume that a fl at yield curve is compatible with stable growth in 
the coming months.

In addition to these structural factors, some temporary situations 
are contributing to reducing the risks in the current situation. In the 
fi rst place, the progressive adjustment to a rise in the offi cial interest 
rates constitutes a fi rst step for limiting excess liquidity that could 
have led to undervalue the risk in some assets. Secondly, the differ-
ence in the growth of domestic demand between the U.S. and other 
economies is moderating, at the same time that growth in Europe 
and Japan is being boosted, and growth in the real-estate sector and 
consumption in the U.S. economy has moderated. Finally, the growth 
of the Chinese economy is allowing it to slowly but gradually adjust 
its exchange rate to the dollar.

Risk scenarios on activity: not very likely

Despite these structural changes, which are the support of the base 
scenario for growth in the world economy, there are some elements 
that could presume downward risks to activity. The probability that 
the valuation of risk on the part of investors is too low, causing an 
increase in the asset prices in an environment in which families are 
highly indebted, could imply an economic adjustment. Similarly, the 
high and growing current account defi cit in the U.S. is an uncertainty 
factor, especially considering that part of the defi cit is being fi nanced 
by the surplus of the oil-exporting countries and by offi cial capital 
fl ows stemming from the accumulation of international reserves from 
a series of countries, in particular emerging Asian countries that are 
trying to avoid the revaluation of their currencies.

Now then, together with the previously mentioned support factors, 
it should be pointed out that, in any case, it is not easy to anticipate 
either the form of a potential adjustment or its detonator. A real 
“shock”, such as a sudden increase in oil prices might be, as the re-
sult of a signifi cant reduction in supply, would not necessarily cause a 
strong rise in infl ation and could lead to a recession in the economies 
and lower interest rates. A fi nancial “shock”, in which the rise in the 
risk aversion could lead investors to request higher remuneration for 
U.S. assets and could cause a depreciation of the dollar, would mean 
a notable increase in the debt profi tability in that economy. An error 
in monetary policy that were to imply too-high offi cial interest rates 
and were to provoke a drop in the price of real-estate assets more 
than a moderation in its price growth rate, would lead to a signifi cant 
recession and to a drop in interest rates in the future. Evidently, any 
of these scenarios would have more negative consequences on the 
prices of assets if accompanied by a rise in infl ation, within a context 
in which the gains in productivity in the U.S. were doubted and there 
were a regression in globalization, derived from having adopted pro-
tectionist steps in world trade. The risk map, consequently, is diverse 
and the detonator of an adjustment is diffi cult to anticipate. In any 
case, when a balance is made of the support factors and the risk 
elements, the conclusion is that the probability of these adjustment 
scenarios, within the current context, is low.
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Long-term interest rates with a limited upward run and a 
stable dollar

Consequently, in the central economic scenario, the yield curve slope 
in the U.S. will remain relatively “fl at”, although to the extent that 
uncertainty regarding monetary policy rises and some capital fl ows 
of non-residents slow down, it could show a slight slope. Long-term 
rates in the U.S. will stand at 4.8% and at 5.1% on average in 2006 
and 2007, respectively. In Europe, the long-term rates that dropped 
signifi cantly in 2005 will remain at historically low levels to the ex-
pected scant upward run for offi cial interest rates and to the demand 
for long-term assets of domestic investors, to a large extent as a 
result of regulatory measures. Thus, on average, ten-year interest 
rates in Europe will stand at 3.7% and 4.1% in 2006 and 2007, almost 
one point below those of the U.S. This spread in the interest rates 
will continue to be one of the main supports for the dollar, which, 
in relation with the euro, will remain within a stable range of about 
1.21% in 2006 and 1.25% in 2007. Now then, the situation of the 
current account balance in the U.S. implies a balance of downward 
risks for the dollar.

Source:   BBVA with IMF data
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The fundamentals support a decline in prices
Between June 2004 and March of this year, we have 
noticed a structural change in the oil market. Demand has 
increased 3.8%, representing an average rise of 3 million 
barrels daily, which in annual terms refl ects accumulated 
growth of an additional 1.14 billion barrels. About 70% 
of the growth of this demand comes from the emerging 
markets, especially from China, which accounts for 40% 
of the total. However, in this same period, about 255 
million barrels in total inventories have been created for 
the OECD countries, bringing the total inventory stock 
to more than 4.22 billion barrels, equivalent to 137 days 
of current production of all the OPEC member states, 
including Iraq. Paradoxically, the Brent price has doubled 
since June 2004. It would seem that the current price 
cycle is disconnected from the fundamentals of supply 
and demand, which should have given rise to a decline 
in crude oil prices (correction due to the effects of the 
hurricane season).

New focus: the risk “premiums”
Given this behavior, in order to analyze the oil market, it 
would be pertinent to consider the hysteresis models, 
in which expectations, which have an important weight, 
are an exogenous variable that has been subject to a 
permanent change, leading to new long-term equilibrium 
values. The elements that feed the expectations have 
to do with the fact that the emerging economies, the 
current driving forces of demand, will face a growing 
need for energy in proportion to their GDP, for the simple 
reason that a convergence is underway in consumption 
toward levels in the developed countries.

On the supply side, the concentration of more than 60% 
of oil reserves in the Middle East incorporates a premium 
(different from the case of other commodities) that we 

Oil Market: Hysteria or Hysteresis

would have to term “geopolitical” and that represents, 
in fact, a structural element. Moreover, continuing on the 
subject of supply, the non-OPEC countries face declining 
production rates, and therefore for purposes of analysis, 
this can presuppose static behavior, without a signifi cant 
contribution to supply.

In analyzing these elements, considering a long-term 
horizon, demand on the part of the emerging markets 
based on convergence has not been growing at rates 
expected by the analysts. Part of this growth can be ab-
sorbed via a gain in effi ciency, thus softening the growth 
in projected demand.

On the supply side, real oil prices above 40 dollars would 
activate 95% of the projects that were not feasible at 
prices close to 20 dollars. To quantify this potential impact, 
there would be approximately 128 billion barrels of non-
OPEC reserves, equivalent to 1,500 days of current world 
demand and 4,153 days of current OPEC production. Of 
course, should such a situation occur, the central question 
is the rate of investments and the time frame for placing 
this potential production in the market.

The element of geopolitical risk would have two com-
ponents, a structural factor associated with the Middle 
East and a situational aspect, such as the cases of Iran 
and Nigeria. A central element in evaluating the geo-
political shocks that lead to fears of a contraction in oil 
supply is that they will generate a price increase similar 
in scope and persistence to the shocks that have been 
associated with actual declines in production. In fact, a 
larger proportion of the historical fl uctuations in Brent 
prices can be attributed to the former rather than the 
latter, given that they are a strong conditioning factor in 
current prices, even if the feared reduction in production 
does not take place.

Source:   BBVA Banco Provincial Economic Research Department
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In short, these geopolitical risk factors have led to con-
stant pressure from speculative purchases that translate 
into additional demand, which does not consider the 
major equilibriums in the market and that partially ex-
plain the behavior of oil inventories. In addition, the 
growing world liquidity has also been directed at future 
purchases in the oil market, which has incorporated ele-
ments characteristic of fi nancial assets that have limited 
prices. This has resulted in greater short-term stability 
in current levels and responds less to the fundamentals 
typical of current supply and demand.

The Nigeria effect: an additional “premium”
An armed organization, the self-proclaimed “Movement 
for the Emancipation of the Niger Delta” (MEND), estab-
lished in December 2005, demands greater control of oil 
resources for Nigeria and wants to eliminate the power 
of the transnational companies in this regard. To achieve 
its objective, the MEND has engaged in attacks on the 
oil industry that have resulted in a decline in production 
of approximately 600,000 barrels daily. The International 
Energy Agency has pointed out that the OPEC has cov-
ered this drop in production and that it is not necessary 
to establish an emergency policy for crude oil inventories 
involving OECD member states, while at the same time 
Nigeria has announced the prompt restoration of produc-
tion. This factor represents an element of geopolitical risk 
that has been having an impact since the end of 2005 
and which is beginning to have a greater effect due to 
Nigeria’s market share in the current cycle.

Iran: little likelihood of an embargo
The main geopolitical risk factor that affects the oil market 
is the complicated situation in Iran regarding the country’s 
decision to resume its program of uranium enrichment for 
the generation of energy. The West views this decision 
with caution since it believes the program is aimed more at 
developing the country’s arms than energy resources.

The case has been the subject of a unanimous motion by 
the United Nations Security Council demanding that Iran 
completely suspend all activities in uranium enrichment 
within 30 days, the deadline for which expired at the end 
of April. The key question is whether this dispute will end 
in an embargo on Iranian exports. It would appear that 
the trivial answer is no. From the Iranian point of view, 
the country has less maneuvering room than expected 
in relation to an embargo. The country’s international 
reserves, excluding gold, only cover 10 months of im-
ports (22% of GDP). At the same time, public spending 
represents 40% of GDP, with a strong component of 
direct subsidies to the population, with fi scal oil revenue 
accounting for 55% to 60% of the total.

From the standpoint of the West, given the weak addi-
tional production capacity that the world currently has, it 
would be very diffi cult to cover the withdrawal of Iranian 
exports, currently at 2.9 million barrels daily, from the 
market. This would generate a strong short-term impact 
on prices. It would appear there are objective conditions 
to extend the time frame for adopting a decision or to 
reach an “honorable” solution for the parties involved.

To place the situation in context, the typical occasions in 
which there has been a contraction in Iranian oil produc-
tion that have occurred since 1985 have usually been 
transitory, with oil production recovering within a few 
quarters, and have been relatively minor in relation to 
the size of the decline (an average of 5%, maximum of 
10%, which today would represent 200,000 and 400,000 
b/d, respectively).

On those occasions, the suppliers of crude oil rapidly 
boosted their production to compensate the reduction in 
Iranian output, which cushioned its impact on oil prices. 
Such prices progressively rose, accumulating an increase 
of 3% in real terms four quarters after the reduction in 
production and dropping again, also progressively, in 
the following quarters. However, a reduction fi ve times 
greater than the maximum registered in the past, in the 
current situation marked by reduced surplus production 
capacity, could not be offset by the remaining oil produc-
ers, and would thus generate a strong real increase in 
oil prices. The leveling of future prices around the current 
price levels would appear to be discounting a scenario of 
low probability of an embargo, but also of the persistence 
of a risk premium in the next few months.

Giovanni Di Placido giovanni_diplacido@provincial.com

Source:   BBVA Banco Provincial Economic Research Department
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2006 a Better Year in Activity; Consumption 

will Determine the Growth Rate

Recovery Resumes
Following a slowdown in activity in the second quarter of 2005, 
which held back the recovery rate seen since the middle of 2002, 
the drive in the economy was once again resumed. The monthly 
growth rates are showing strong recovery since the third quarter of 
last year, with a slight moderation in the fourth quarter and a vigorous 
advance at the beginning of this year. In annualized terms, growth 
in the second half of 2005 was 5.6% compared to practically zero in 
the fi rst half of the year. In January of this year, the global economic 
activity indicator (GEAI) reported a 5.7% rise in annual terms, three 
percentage points over the close of the immediately previous year. 
This dynamism was surprising due to its force although not for its 
direction, and what is relevant at this time is to determine the ability 
to sustain a high growth rate beyond temporary situations or events, 
such as the electoral process next July.

Between the fourth quarter of 2005 and the initial months of 2006, 
there is a substantial improvement associated, in part at least, with 
the improvement in the natural climatic conditions prevailing mainly 
in the south of the country. The strongest impact was felt in the 
agricultural and livestock sector: in addition to the volatility character-
istic of this activity, there was the negative effect of hurricanes Stan 
and Wilma and the lag they caused on agricultural land. Necessarily, 
services also felt the effects of the natural conditions, in particular 
those related to tourism (commerce, restaurants and hotels) due to 
their impact on the main tourist reception center, such as Cancun. 
Given that the dynamics in industry is different, since the driving 
force is not associated with climatic characteristics, it presents the 
most interesting and outstanding change. Thus, the circumstantial 
conditions at the beginning of the year magnify the advance. In this 
context, this section reviews the determining factors of growth, their 
strength and their outlook.

Automotive: the driving force of the industrial sector
In manufacturing, the automotive industry is outstanding in its perfor-
mance. In particular, passenger vehicles showed renewed exporting 
strength and, consequently, production, which in January reached 
annual growth of 90% and 69%, respectively, in number of units. 
In cargo vehicles and auto parts, the results were also outstanding. 
Their impact on the economy as a whole is relevant. This sector 
represents 3% of total GDP, 14% of manufacturing production and 
26% of manufacturing exports. The automobile industry began its 
recovery in the second half of last year after facing a certain weakness 
in the foreign market, in particular, changes in consumer preferences 
and more competitive products for the export market. Consequently, 
once the effect of the incorporation of the new products runs out, 
it is foreseeable that these favorable trends will tend to consolidate 
at lower rates throughout this year. The recent performance of the 
industry shows that investment projects of several years back have 
materialized. Unfortunately, when the effect of the automobile sector 
is eliminated, the results of manufacturing production are not so good, 
and a moderate advance is evident. In fact, 63% of the productive 
branches posted positive results in the fourth quarter of 2005, among 
which the following are signifi cant: leather and footwear, machinery 

Source:   BBVA Bancomer with INEGI data

95

100

105

110

115

Total

Industry

02 03 04 0500 01

GDP Mexico
1st quarter 2000 = 100, seasonally-adjusted

Source:   BBVA Bancomer with INEGI data

03 II III IV 04 II III IV 05 II III IV

100

105

110

115

120

125

130

Investment

Exports

Consumption

Components of Aggregate Demand
1st Quarter 2003 = 100, seasonally-adjusted

Global Economic Activity Indicator
% change

Qrtr.        Quarterly change, seasonally-adjusted
Source:   BBVA Bancomer with INEGI data

IndustryAgriculture

0.1
3.0
0.7
2.8
6.0

0.4
-2.5
12.8
-7.0
8.5

1st qrtr. 05
2nd qrtr.
3rd qrtr.
4th qrtr.
Jan. 06

4.1
4.1
4.5
4.1
5.6

Qrtr.*

0.1
0.0
2.1
0.6
1.0

Annual, original series
TotalServicesTotal

2.4
3.2
3.4
2.7
5.7



Situación México

9Second quarter 2006

and electrical equipment and hydraulic cement. However, and on 
average, once the automotive sector is eliminated, the growth of 
the rest is modest.

Investment, the most dynamic demand component
Investment also renewed its drive in the second half of 2005. From 
a bad start in construction, the result of a slow absorption of new 
homes and a change in government policies for granting credit, lower 
interest rates and greater competition in mortgage loans have led 
to a rebound in this activity, with a growth rate higher than 6%. In 
terms of investment in plants and equipment, the greater dynamism 
is also notable, similar to that seen in other cycles of recovery. What is 
outstanding now is the imported component in that demand, greater 
than that of other cycles, and partly the result of greater commercial 
integration and the relative strength of the peso.

Services sector: growth higher than the average
In terms of its recent performance, the services sector contrasts fa-
vorably with the agricultural and livestock, and the industrial sectors, 
with annual growth at 5.6% in January 2006 and consistently higher 
than 4% throughout 2005. It is the sector that generates the greatest 
contribution to total growth in the economy, thanks to its high share 
(70%) in GDP. Also, it is the most stable, since its fl uctuations are 
lower than the average (it was between 4.1% and 5.6% in the last 
two years). Growth in January of this year seems to be offsetting 
a slowdown in services in the 4Q05, considering that income from 
foreign tourism registered a 6% contraction in the last months of last 
year, as a result of the effects of the various hurricanes. Although 
recovery in this sub-sector has not been achieved totally, the impact 
is now much lower and with a trend toward normalization and even 
improvement.

It is important to note that fi nancial and telecommunication services 
maintain an appreciably higher growth rate, a result of the expansion 
of credit, unsatisfi ed demand, new products, etc. Services refl ect 
the performance of domestic demand, which is expanding: available 
leading indicators confi rm the good conditions for maintaining their 
strength: bank loans are growing in real terms at 45% and total wages 
(the combination of employment and real wages) have been growing 
gradually, in December 6.6% (300 bp higher than in the same month 
of the previous year).

Expansion in employment: Is it solid? …
The key to analyzing the outlook for domestic demand going forward 
is found in the performance of employment. Through February, private 
formal employment is showing its best side in the last fi ve years: 
629,000 new jobs in twelve months and 5% growth. Even though the 
data are positive, there are some doubts regarding their breakdown: 
of the new jobs, 71% are temporary and 29% permanent. These 
fi gures could be indicating greater prudence by companies, or that, in 
view of labor rigidity, they prefer to make use of the temporary type 
of contract: One last option is found in the improved supervision by 
the Mexican Institute of Social Security (IMSS) in the registry of its 
affi liates in activities such as, for example, construction. Thus, em-
ployment in construction reports the most marked relative change 
with a total of 115,000 new jobs. However, beyond these doubts, 

Source:   BBVA Bancomer with INEGI data
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the balance leans toward a recovery in employment. In absolute 
terms, it is the services sector that makes the greatest contribution 
to employment growth (417,000). The expansion in employment 
intensifi ed in the second half of the year and this coincides with the 
improvement in economic activity and the trend toward the reduction 
of the open unemployment rate.

Outlook for 2006: a better year although still in certain sectors
In view of the strength in the data of the early months of the year, 
particularly regarding growth in the export sector, the strength in 
investment and in face of expectations of a consolidation in con-
sumption, they support higher growth in the Mexican economy. This 
scenario is supported by the drop in infl ation, lower interest rates, 
credit fl ows, job generation and a slight improvement in real wages. 
To this environment is added a greater fi scal boost from oil surpluses, 
non-assigned resources during last year due to the constitutional 
controversy and the electoral year itself. Although the GDP growth 
rate could surpass 3.6%, this would only be possible and sustainable 
if the recovery in consumption is generalized, something still unclear 
for the immediate future.

In terms of the annual profi le, greater growth is expected in the fi rst 
part of the year than in the second. In particular, the fi rst quarter will 
be favored by the calendar effect (Holy Week, with a higher num-
ber of working days in the fi rst quarter) and offsetting the diverse 
conditions at the close of the previous year. Thus, GDP growth in 
the fi rst quarter could surpass an annual 5%, equivalent to 4% in 
a seasonally-adjusted series. Despite everything, the risks of this 
scenario remain downward: a more severe adjustment in the U.S. 
economy that could generate, as a fi rst impact, lower availability 
of resources to the emerging countries and, in a second stage, a 
moderation in their exports. On the domestic front, the electoral 
process, in addition to generating greater volatility in the fi nancial 
variables, could translate into real effects in activity, in view of the 
delay in investment and consumption decisions in view of possibly 
greater electoral uncertainty.

Source:   BBVA Bancomer with IMSS data
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On April 1 a new regulatory framework entered into 
effect that concentrates, updates, and modernizes the 
different budgetary classifi cations, once approved by 
Congress. Due to its importance for macroeconomic 
stability, in the following section we offer details on 
and an appreciation of this new law.

Placing fi scal discipline on the level of law
The country’s experience of continuous fi nancial crises in 
which the common element has been fi scal vulnerability 
has generated a consensus in relation to the need to 
maintain fi scal discipline as a necessary condition for sta-
bility. History has demonstrated that expansive spending 
policies that are not accompanied by healthy fi nancing 
and an attempt to seek a balanced budget over the long 
run lead to crisis, recession, and greater unemployment. 
In this context, the contributions of this new law are:
a)   It establishes a balanced budget as an explicit objective. 

Bringing revenue into line with expenditures. A defi cit can 
be resorted to in exceptional cases and will be accompa-
nied by an explanation of the reasons for such a move 
and the conditions to return to a balanced budget.

b) Any new stipulation that might imply higher spending 
will be justifi ed with its source of income (or with 
the respective expenditure reassignment) and with 
a technical study of its economic impact.

c)  If the revenue registered is less than that projected, 
rules for its control will be established and “automatic 
stabilizers” strengthened. It will be possible to resort to 
the stabilization fund and if the gap between revenue 
and expenditures exceeds 3%, areas in which spend-
ing can be reduced will be defi ned, such as press and 
public relations, administrative expenses, etc. The aim 
is not to have to modify investment expenditures.

d)  Incorporating autonomous government agencies, such 
as the Federal Electoral Commission, the National Hu-
man Rights Commission, etc. in the budget, which 
provides the benefi ts of budgetary integration.

Greater transparency and a less discretionary 
approach
Year after year, budgetary exercises face diffi culties, espe-
cially in the case of Mexico in which oil revenue represents 
a high percentage of the total and due to its nature, is 
volatile. In this sense, the advances are the following:
a) Rules will be established to determine oil prices. The 

formula considers the price for the different Mexican 
oil mixes registered in the past 10 years and future 
prices for the following three years. This will reduce 
discretionary policies and the continuous confl icts to 

New Budget Law and Fiscal Responsibility

raise the estimated price. Furthermore, as a reference 
the period will be long term.

b)  Rules will be defi ned for the distribution of oil revenue 
surpluses. The measures adopted in the past few years 
will be institutionalized and perfected. Three invest-
ment funds will be established: a stabilization fund 
under the responsibility of the federal government, in 
Pemex for infrastructure, and in the states.

c)  Multi-annual commitments can be established, which 
will allow continuity in public work projects and incen-
tives to be generated in order to obtain better prices.

d)  The law defi nes different concepts, a new presentation 
of the budget (of a functional character) and rules to avoid 
sub-budgets. The idea is to increase transparency, to fa-
cilitate communication between the different branches 
of government and reduce discretionary authority.

Greater time frame for analysis and discussion
To avoid hurried approval of budgets that lead to errors, 
the time frame has been expanded:
•   April 1: budget scenarios and key variables, with the corre-

sponding target defi cit (or balanced budget or surplus).
•  June 30: advances and general proposal
•   Sept. 8: General Criteria on Economic Policy, estimation 

of oil prices, revenue bill and expenditures proposal.
•  October 20: deadline for the approval of the revenue 

law by the Chamber of Deputies.
•  November 15: deadline for the approval expenditures 

proposal by the Chamber of Deputies.

Pending tasks remain
This new law represents a signifi cant advance in providing 
a transparent reference framework, to reduce discretion-
ary authority and to promote the rendering of accounts. 
Therefore, it should be positively evaluated. However, 
this does not eliminate the underlying problems in public 
fi nances: neither low tax revenue and a high dependence 
on oil income, nor the lack of incentives for the states to 
reduce tax evasion and boost tax collection, nor measures 
to improve the quality and allocation of expenditures (es-
tablishing, for example: performance indicators as the law 
itself indicates). In addition, the state should concentrate 
on improving the quality of public goods (for example, 
security, property rights, education, and basic health care, 
etc.) and reducing its presence in private goods that it sup-
plies. To the extent that these changes occur, fi scal policy 
will be more solid and its macro function of cushioning 
the economic cycles through the adoption of pro or anti-
cyclical measures could be strengthened.
Adolfo Albo a.albo@bbva.bancomer.com
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Infl ation 2006:                                      

 Will it Consolidate at Low Levels?

Since the end of 2004, infl ation in Mexico has mainly experienced a 
downward trend. Since the second half of 2005, infl ation has been 
between 3% and 4%, below the upper limit of the variability range 
projected by the Banco de México and, at the end of that year, it was 
even under U.S. levels. Although infl ation in Mexico has experienced 
episodes of volatility, which is intrinsic to the NCPI given the latter’s 
structure (high relative weight for prices of agricultural products and 
government-managed services), the growth in prices for most of its 
components have been on the decline. Most important has been the 
performance of core infl ation, which registered levels even below 
3% at the beginning of 2006.

In addition to knowing the factors that explain the moderation of infl a-
tionary pressures, what is important is to determine if a convergence 
toward stability will be consolidated, especially in the case of core 
infl ation. This is especially the case if, as we anticipate, 2006 will be 
a year marked by a recovery of economic activity and in particular, 
accelerated growth of domestic demand.

With the help of the volatile components?
Through March 2006, infl ation had dropped by one percentage point 
compared to the previous year, from 4.4% to 3.4%. It can be argued 
that the greatest contribution to this result, 0.6 points, came from the 
volatile components of the NCPI, although only half corresponded 
to agricultural prices. That is, of the decrease in infl ation, 0.7 points 
corresponded to the alignment of public prices with the central bank’s 
target (0.2 points), to a progressive convergence of educational costs 
(0.1 points), as well as to the decline in core infl ation (0.4 points).

Core infl ation, without external pressures
Among the factors that have most contributed to the decrease in core 
infl ation in 2005 and the beginning of 2006 is the “imported goods” 
component. In the goods sub-index, which represents 55% of the total, 
there is a close relation with U.S. prices, since a signifi cant convergence 
has been achieved in prices between the two economies. Of particular 
importance, of course, is the behavior of tradable goods. For example, 
for the apparel, food, and transportation (automobiles) segments, which 
represent close to 65% of goods: considered jointly, the rate of annual 
change for these three items went from 4.2% to 2.8% between March 
2005 and March 2006, which accounted for 0.5 of the 0.7 percentage 
points in which the goods subindex decreased in the same period. In 
the United States, the evolution of these three categories of goods also 
displayed a pronounced downward trend, even reaching negative or 
close to zero levels (apparel and transportation).

In relation to the exchange rate, although in previous years (prior to 
2000) its contribution to the variability of infl ation was important, to 
the degree that its volatility has decreased, so has its impact on core 
infl ation. Thus, with core infl ation in the United States at levels below 
2.5%, and without obvious pressure from the main components that 
have a direct impact on infl ation in Mexico, in addition to the expecta-
tion of modest volatility anticipated in the exchange rate, the goods 
sub-index could continue supporting the decline in core infl ation, or 
at least contribute to its stability.

Source:   BBVA Bancomer with Banco de México data
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*             Excludes fruits and vegetables, and meat and eggs in both countries
Source:   BBVA Bancomer with Banco de México and BLS data

M
1.5

2.0

2.5

3.0

3.5

4.0

3

4

5

6

7

8

S N M M J S N M M J S N

United
States Mexico

060504J03

Infl ation: Food*
Annual % change

Source:   BBVA Bancomer with Banco de Mexico and BLS data

M
-3

-2

-1

0

1

2

-0.5

0.0

0.5

1.0

1.5

2.0

S N M M J S N M M J S N

United
States

Mexico

060504J03

Infl ation: Apparel
Annual % change

*             Only considers automobiles
Source:   BBVA Bancomer with Banco de México and BLS data

S N M M J S N M M J S N M
-5

-4

-3

-2

-1

0

1

2

3

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

United
States

Mexico

060504J03

Infl ation: Transportation*
Annual % change

Services, the key
In relation to services, the trend, although also downward, is less 
clear than in the case of goods. The housing component, which 
contributes 55%, has begun to rebound slightly since the end of 
2005, although from particularly low levels. The increase in housing 
prices maintains a high correlation with the prices to producers of the 
construction sector, which has posted a signifi cant recovery since 
the second half of 2005, and is projected to continue for the rest of 
2006. Prices of raw materials, particularly for steel and concrete, are 
the main determining factors for this component of the infl ationary 
index, which is why, to a large extent, the performance of housing 
services depends on them. In the case of steel, international prices 
could keep upward pressure within bounds.

For the rest of the services, the greatest growth in prices is registered for 
fi nancial and telecommunications services, which contribute to generat-
ing greater supply in the economy. Thus, there are mixed signals, given 
that although for some categories the downward trend continues, the 
recovery of the economy has begun to generate increases in other sec-
tors. The highest rates of annual change have been posted, generally, in 
core infl ation, and at the close of the fi rst quarter of 2006, they fl uctuated 
within a range between 3% and 4%. More than a risk of a turnaround, 
the performance of the services sector could limit the downward margin 
for core infl ation. Although the process of price stabilization has been 
accompanied by an increase in the contribution of demand pressure to 
the variability of core infl ation, the econometric analysis suggests that 
at the levels of economic growth such as those estimated for 2006, 
namely 3.6%, the pressure would be marginal (see Chart).

At the same time, with better than anticipated infl ationary results in 
the fi rst few months of 2006, expectations of price growth have been 
moderated. Such expectations bear a direct relationship with wage 
negotiations, and the latter with the services sub-index. Downward 
expectations could at least partially counteract the increases in some 
components of core infl ation. The estimation models coincide in 
pointing out that in the current context, marked by relative stability 
in the exchange rate, moderate economic growth, and downward 
expectations, core infl ation does not face pressure, and although it 
is not clear what margin might exist for additional declines, it could 
stabilize toward levels close to 3%.

In short, a more favorable scenario
In general, the short-term outlook points toward a more favorable 
infl ationary panorama. Our new projections, which can be considered 
more of an update than a new appraisal of infl ation, are for 3.3% 
growth in headline infl ation and a 2.9% increase in core infl ation for 
the end of the year.

Finally, although the outlook is more optimistic, risks are still present. 
Such risks could include supply pressure tied to prices of agricultural 
products, oil (which could prevent the convergence of public prices), 
and raw materials (steel, cement), or from demand, such as growth in 
private consumer spending above projected levels. Therefore, even 
though the scenario for 2006 has been marginally modifi ed, for 2007 
the outlook remains unchanged, with headline infl ation projected at 
3.5% and core infl ation at 3% at the close of the year.

Note:      Estimated as of April 2006
Source:   BBVA Bancomer with Banco de México data
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Following a period of more than three years of expansion, 
and with signs of an acceleration of such growth at the 
beginning of 2006, the Mexican economy is approaching 
a cycle of more stable growth, in which the recovery of 
internal demand has been the key factor. An important 
part of this process has been the moderation of infl ation-
ary pressures, which toward the end of 2005 had already 
achieved a convergence toward the long-term target set 
by Banco de México. The question is: How much further 
can such convergence go? For core infl ation, once the 
3% level is reached, signs begin to appear of diffi culties 
in achieving additional declines.

The current growth cycle of the Mexican economy is 
not determined by strong recoveries following external 
shocks or internal imbalances, which is new. The nor-
mality of the economic cycle is allowing us to identify a 
clearer relationship between economic activity and its 
transmission to prices, which has intensifi ed in the past 
few years. An analysis of variance decomposition for 
core infl ation shows that, prior to 2000, the very inertia 
of infl ation and the exchange rate were the main factors 
in explaining infl ationary volatility. As of that year, more 
importance was assumed by growth and the evolution 
of energy prices, which have experienced greater vari-
ability in the past few years.

This makes sense given that the process of macroeco-
nomic stabilization throughout the past decade has been 
characterized by periods of high volatility both in terms of 
infl ation as well as in growth, which led to market distor-
tions that hindered a rapid response via the mechanism 
of prices. Thus, for example, in the 1996-2000 period, 
it would appear that prices had taken a year to react to 
changes in demand. In fact, it was as of 2001, when the 
economic cycle “normalized” (that is, growth was not 
determined by adjustment policies) and the convergence 

The Pass-through of Economic Activity to Prices:                                      

How Much and Since When?

of infl ation with the central bank’s target accelerated, 
that it is possible to identify a direct relationship between 
the two variables.

An analysis based on VAR models of core infl ation in 
relation to GDP, the exchange rate, and expectations, 
as well as lineal regression1 exercises, reveals that the 
most stable relationship between growth and infl ation 
can be established beginning in 2002. In accordance with 
these estimates, the response of core infl ation to a one-
percentage point change in economic growth above its 
long-term potential (currently estimated at around 3%) 
could be up to 0.1 percentage points a quarter later. Its 
effect however, would be persistent and growing, given 
its impact on infl ationary expectations. The shock would 
reach its maximum impact in the sixth quarter, and would 
begin to diminish gradually from that point on.

What seems clear is that in the process of price for-
mation, the most important variable is the infl ationary 
expectation itself. In the current context, with the pro-
cess of convergence toward the Banco de México’s 
target practically concluded (which also tends to stabilize 
expectations) and growth slightly above the potential, it 
will be diffi cult for core infl ation to achieve signifi cant 
additional reductions.

Eduardo Torres e.torres@bbva.bancomer.com

1    A core infl ation model was specifi ed that takes into account demand 
pressure, expectations, seasonal factors, and the exchange rate, 
with monthly series for the 2002-2005 period based on the following 
structure:

      Coret=0.01*ExchRt-3+0.17*Coret-12+0.10*OutputGapt-1+0.69*Exp12t-3
       (2.5) (5.3) (4.3) (20.1)

          R
2 = 0.73

      Values in parenthesis refer to the -T statistic for each coeffi cient

Source:   BBVA Bancomer with Banco de México data
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The Financial Markets                           

Prior to the Federal Elections

Short-term interest rates maintained the downward trend that had 
started in August 2005, which was accompanied by reduced volatility. 
This performance can be characterized both by the gradual withdrawal 
from the restrictive monetary policy by Banco de México—in view 
of the drop in domestic infl ation—and by the persistence of the 
abundance of international liquidity that has maintained the peso’s 
strength. This development contrasts with that of long-term interest 
rates. While in January and February the long-term rates also regis-
tered a decline, in March and April they corrected this trend when 
they posted increases both in level and volatility. This performance is 
the sum of diverse factors: the greater sensitivity to the behavior of 
long-term interest rates of the industrialized countries (in particular, 
the U.S.), the outlook for higher growth in Mexico compared to the 
previous year, and rigidity on a downtrend for medium-term infl ation-
ary expectations.

Going forward, it is foreseeable that greater uncertainty will be added 
to the previous elements, in view of the electoral process and the 
direction that U.S. monetary policy will take. However, economic 
fundamentals continue to indicate a more favorable year-end (that 
is, favorable infl ationary expectations). In this environment, it is ap-
propriate to question what the main determinants of the performance 
of interest rates will be in the coming months and to what extent 
specifi c events—such as the elections—will have a bearing on their 
dynamics in the short term.

Determining factors of interest rates in the coming months
For short-term interest rates, the relevant variables—to be monitored 
by the Banco de México—will be the performance of domestic infl a-
tion and international fi nancial conditions (due to their relation with 
the exchange rate). With regard to prices, in the coming months we 
will be able to see a drop in headline infl ation to levels close to the 
target, and in core infl ation to around 3%. While lower infl ation is 
favorable, fi nancial conditions in the U.S.—with a bias toward higher 
short- and long-term interest rates—lead to greater uncertainty re-
garding the exchange rate and have a bearing on Banco de México 
to maintain a pause in the downward cycle in the bank funding rate 
at levels of 7%, which could be maintained at least until the electoral 
period is over. Given the current growth levels of the economy and 
of infl ationary expectations, we believe that the downward cycle of 
the funding rate has ended. Additional drops in the funding rate could 
be seen in the second half of the year, only in case of a convergence 
of infl ationary expectations closer to the target (3%).

As regards ten-year bond rates, it is likely that they will register higher 
volatility in the second quarter of the year. While there are factors 
that contribute to limiting the rise in these yields (for example, low 
expected infl ation, international liquidity and an outlook for a reduced 
fi scal defi cit), we believe that, in the coming months, the dominant 
factors on these rates will be the expectations of higher yields in the 
U.S. and the latent increase in the risk “premium” in view of the 
domestic political developments (pre / post electoral). Source:   BBVA Bancomer with Banco de México data
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We do not rule out the possibility that during the second quarter, 
domestic and international uncertainty will cause transitory rises in 
the M10 (even above the current level, 8.6%). Nevertheless, to the 
extent that the political direction is defi ned in the second part of the 
year and that conditions of international liquidity are maintained—we 
estimate a relatively fl at curve in the U.S.—the M10 rate will tend 
to drop to levels of 8%. These estimates take into account the per-
manence of the position of foreigners’ bond holdings in Mexico and 
the increase in the position of local investors, in view of the fact that 
long-term rates in the U.S. could stabilize at levels close to 5%.

Up to What Level Could Volatility Rise?
Our base scenario (“moderation of fl ows”) assumes a gradual cor-
rection in the international fl ows to the extent that the main world 
central banks continue their upward cycle in the reference rates. 
However, this scenario does not rule out a “bubble” of greater 
fi nancial uncertainty as of the second quarter, linked to the rate of 
adjustment of interest rates in the U.S. and to the domestic political 
situation. An exercise on the fi nancial volatility in Mexico indicates 
that in view of a drop in the spread between funding rates in Mexico 
and the U.S. of 25 bp, the implicit volatility in the exchange rate and 
in the M10 rate rises 1.3 and 1.1 times, respectively, in the weeks 
following the event. Also, the impending political events imply a rise 
in volatility of 2 and 1.7 times, respectively, in accordance with what 
was experienced in the elections of 2000.

Thus, and as an exercise, if we were to simulate a 25 bp increase in 
the Federal Reserve rate (May 10) together with a 25 bp decrease 
in the bank funding rate (May 26), and with an intensifi cation of the 
political debate a month from the elections, the exchange rate could 
reach 11.9 ppd, which would imply a higher risk premium incorpo-
rated in the interest rates, which could go up to 9.6% for the M10. 
Nevertheless, these impacts would tend to dilute to the extent in 
which the course of infl ation would descend and the post-electoral 
confl ict were not exacerbated.

The Risks Are Accumulating for 2007
The current economic conditions of infl ation (close to 3%) and of 
growth close to the potential, together with expectations of a swift 
stop in the rising trend of the Federal Reserve rate (at 5%) suggest 
that we are approaching the end of the downward cycle in the bank 
funding rate. However, it is important to enumerate the risks that could 
materialize in 2007, in addition to those existing for the U.S., and that 
could affect future monetary direction: fi rst, the risk of an upturn in 
expected infl ation is still latent in view of a potential rally in the inter-
national prices of tradable goods and economic growth higher than the 
potential; and, second, the implementation of new economic policies 
that imply higher risk premiums for the country could limit the effi ciency 
of the monetary policy. In any case, it is imperative to highlight the 
importance of having monetary policy managed in such a way that it 
will not trigger erratic changes of direction in interest rates and that 
would ratify its commitment to counteract medium-term infl ationary 
pressures. In this sense and in view of a central bank with one infl ation-
ary target—with expectations of being met in the medium term—and 
a real interest rate of 4%, there is no reason to expect rallies in the 
funding rate, except if some risk scenario were to materialize.

Source:   BBVA Bancomer with Banco de México and Federal Reserve data
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Period of Greater                                     

Exchange Rate Volatility Begins

Nervousness on the international markets reverts the peso’s 
appreciation trend

In these fi rst months of 2006, just as we expected, the Mexican 
currency has shown greater volatility than that observed during the 
entire year of 2005, and even that of 2000. After having started a 
nominal appreciation period, which has lasted approximately one 
year and a half, the peso showed the fi rst important regression in 
a period slightly longer than one month (from March 1st to April 7th, 
fl uctuating from 10.46 to 11.14 pesos per dollar). The peso’s strength 
in 2004 and 2005 was supported by the favorable macroeconomic 
situation, which refl ects the persistent downtrend of infl ation and 
infl ationary expectations, stability in economic growth, fi nancial armor 
and high capital fl ows from remittances and oil (in addition to those 
derived from excess global liquidity and attractive interest rates on 
the domestic market). However, after six months of a monetary 
slackening and the lack of coordination in U.S. domestic monetary 
policy, nervousness has returned to the fi nancial markets in view of 
expectations that international interest rates might rise more than 
projected (fi nancial active effect), which has had an impact on the 
risk premiums of interest rates and pressured the Latin- American 
currencies.

Periods of greater uncertainty are approaching: the funda-
mentals will delimit the pressure.

It is quite probable that the general trend of the peso’s performance 
will not change in the following months and that we will continue to 
see higher volatility levels than last year. The pressure upward will 
continue to originate within the international fi nancial context, which, 
should it continue to consider a scenario of high interest rates and 
a possible complacent adjustment of the current account defi cit in 
the U.S., will increase the aversion to risk and, thus, the attraction 
to assets from emerging countries. Likewise, the exchange rate in 
the 2Q06 will refl ect the intensifi cation of the political noise, which 
will give rise to greater nervousness among investors in view of the 
uncertainty surrounding the future of economic stability.

It should be pointed out that the current spread between interest 
rates in Mexico with the U.S. does not guarantee being an anchor 
any longer, in view of a context of greater risks. Despite the fact that 
the spread has been diminishing since the end of August 2005, it 
was still attractive in an environment of a lower country risk. How-
ever, in view of expectations of a rise toward 5.25% in the federal 
funds rate, which is currently being discounted by the markets, the 
interest rate spread no longer offsets the risk premium required in 
long-term instruments, which generated a speculative movement 
against the peso. In this sense, we believe that Mexico’s central 
bank will moderate its actions in order to avoid contributing to the 
variability of the fi nancial variables, which implies a funding rate no 
lower than 7% until after the elections, in which, subject to the 
development of the macroeconomic situation, a possible additional 
adjustment could be considered.

Source:   BBVA Bancomer with Banco de México data
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Source:   BBVA Bancomer with Banco de México data
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Thus, the conditions having a bearing on a depreciation of the peso 
will be maintained, although still at a level of strength (base scenario 
of a moderation of fl ows); that is, the real exchange rate will con-
tinue to stand below its equilibrium of recent years. We believe that 
toward the end of 2006, the fundamentals will moderate the loss of 
attractiveness of the peso due to uncertainty, since we envision a 
good year in infl ationary terms, a rally in economic activity, fi rmness 
in public fi nances (without exposure to foreign-exchange risk) and 
the continuation of oil and remittance fl ows (moderation of fi nancial 
fl ows but not reversion). As a whole, the exchange rate will be around 
11.3 ppd at the end of the year, with the greatest pressure being in 
the second quarter, when it could reach 11.4 ppd.

Interest rate spread: Why had the highly expected adjustment 
in the peso/dollar exchange rate been delayed so long?

From August of last year to the beginning of March 2006, the short-
term interest rate spread has dropped 375 bp and the long-term 210 
bp. Despite this, peso-dollar parity fl uctuated within very narrow 
ranges—and the peso appreciated almost 4.0% through the fi rst 
days of March.

The effect that the interest rate spread has on the exchange rate de-
pends on what causes an adjustment in the spread. Thus, more than 
a risk premium, it should refl ect the expectations for the exchange 
rate in the medium and long terms, which, in turn, depend on the 
fundamentals (mainly prices).

In these last few months, the monetary slackening and the reduction 
of interest rates throughout the curve are the result of the process of 
infl ationary convergence, which has removed pressure from the peso. 
This means that we have seen a transition to a possible new equilib-
rium, which represents lower expected infl ation, and, therefore, an 
also narrower interest rate spread. In the process, the adjustment 
variable, which in this case is the peso, was favored.

At the same time, just as we have documented in previous issues, the 
strength of the peso has been magnifi ed in view of the extraordinary 
revenues from high oil prices and remittances. Jointly, the excess 
liquidity on the international markets has sensitized the appetite for 
risk even more, giving room to lower interest rates. For example, 
the risk-adjusted spread has diminished (through February) 51 bp 
less than the non-adjusted. The bond yields in the U.S., European 
and some Asian markets have been at minimums in recent years, 
which has given rise to an exhaustive search for profi tability, which 
some Latin American countries have taken advantage of to place 
cheaper debt and thus, as is the case of Mexico, develop a more 
liquid domestic debt market.

If the interest-rate spread already represents an equilibrium of the 
infl ationary spread with the U.S., and if the central bank fi rmly es-
tablishes its credibility, we will expect that, on average, changes in 
interest rates, induced by monetary policy, will maintain an inverse 
relationship with the peso-dollar exchange rate, particularly if these 
modify the funding opportunities of one currency over another. This 
is why, today, the interest-rate spread no longer guarantees being an 



Situación México

19Second quarter 2006

anchor, in face of greater fi nancial uncertainty in the short term, since 
the spread represents nominal stability in Mexico and does not offset, 
through the monetary policy, changes in the risk perception.

The nominal strength of the peso is not ruled out completely

Even though pressure periods for the exchange rate are not expected, 
we also ascribe a probability, although lower to that of the base sce-
nario, that the gradual reversion of the fl ows will be delayed, and 
together with macroeconomic support, will maintain the peso at very 
solid levels (and the volatility will be subject only to the uncertainty 
surrounding the elections this year). In fact, today, the investment 
opportunities in domestic instruments are maintained and the mac-
roeconomic data (infl ation, economic activity, remittances and oil) 
continue to support currency exchange fl uctuation within a range of 
strength. This would imply that should the political risk revert after 
the elections and should the increases in international interest rates 
not be suffi cient to remove the excess liquidity in the emerging 
countries, the Mexican currency would present conditions for an 
exchange rate below 10.8 ppd at the end of the year.

Indications that the real depreciation will heighten

There are four factors that will have a bearing on the exchange rate 
during 2007 and that could give rise to adjustments to the real ex-
change rate: a) the possible correction of the current account defi cit 
in the U.S., which could begin to have a bearing on the dollar and the 
peso as of the end of 2006; b) the combination between the already 
imminent intensifi cation of an increase in interest rates in other re-
gions of the world; c) the delay in terms of the competitiveness of 
our economy; d) the reduced short-term interest rate spread. Only 
an excessive impetus on the fi nancial markets at the start of the new 
administration and the yet existing strength of the foreign accounts 
would moderate, or appreciate the Mexican currency (a scenario to 
which we ascribe less probability).

Source:   BBVA Bancomer with Banco de México data
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Good 2006 start in fl ows to emerging markets
For the emerging markets, 2005 was a year in which the 
stars were all aligned. In this alignment, the brightest 
stars were high international liquidity, low risk aver-
sion, high prices of raw materials, and favorable world 
economic growth. All this resulted in a 2005 in which 
the emerging markets received signifi cant net capital 
infl ows. Thus far in 2006, the emerging markets have 
received net fi xed income infl ows that surpass 70% of 
the accumulated total for 2005. During the fi rst quarter 
of 2006, variable income infl ows to Latin America already 
represent 75% of the accumulated 2005 total. With the 
spectacular beginning of 2006, coupled with an excellent 
2005, the question that arises is whether the changes 
due to the favorable context will remain or if, on the 
contrary, we are facing a situation in which investors will 
try to obtain high profi ts before a change takes place in 
market conditions. There are economies that have taken 
advantage of the current situation “to settle accounts”, 
and this could be taken into account by investors when 
the time comes to penalize or reward such nations.

In principle, volatility is not cause for concern
One of the fi rst variables that can be considered in at-
tempting to judge whether the current situation of the 
emerging markets is cause for concern is, for example, 
a perception of the development of volatility in these 
markets. Both globally as well as regionally, volatility 
remains at low levels. More specifi cally, and if we ob-
serve the results of the past two years, the behavior of 
the Latin American markets is not cause for concern; in 
fact, the opposite is the case. On a country-by-country 
breakdown, in Latin America the great majority of the 
markets are not experiencing renewed volatility. Peru 
and Mexico, due to the uncertainty surrounding their 
respective elections, are an exception, although in any 
event their increased volatility has been moderate.

Emerging Markets, Are They All the Same?...

In the past few weeks we have noted some developments 
that in previous years might have implied a general penaliza-
tion of all the emerging markets, which did not occur this 
time around. This is the case of Iceland, which to date in 
2006 has accumulated a 12% depreciation of its currency 
and has had serious problems in placing its latest four-year 
debt issue, given a high defi cit in its current account, which 
ended with the country’s monetary authorities raising in-
terest rates. Investors were able to precisely pinpoint the 
problem, and only penalized this market.

Slight risk aversion, but caution
In addition to analyzing the volatility of the markets, it 
is useful to review the information obtained from risk 
aversion indexes. In general, risk aversion indexes1 
have remained at low levels, although they have begun 
to show signs of a turnaround, both globally as well as 
regionally. In Asia, such signs began to be seen since 
the beginning of 2006, while in Latin America a clear 
turnaround has yet to be observed.

In conclusion, more selective investors
If we consider the increase in volatility that is occurring 
in some markets, and although not contemporary, the 
slight rise in risk aversion, it could be noted that investors 
could begin to selectively penalize some of the emerging 
economies. A greater than projected rise in interest rates 
in the developed countries would result in lower liquidity, 
a phenomenon that would lead to a selective increase 
in credit differentials, and thus, the opportunity cost of 
investing in some economies would increase. The reality 
and the evolution of some markets show that the fi rst 
signs are emerging that indicate that all markets are no 
longer the same in the eyes of investors.

Eduardo Pedreira eduardo.pedreira@grupobbva.com

1    See technical article “¿Señales de cambio en la aversión al riesgo?” dated 
March 9, 2006, which presents a detailed analysis of this issue.
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The extraordinary infl ows of fi nancial resources to emerging economies 
in the past few years continue to attract attention and be the subject of 
controversies. For 2005 it is estimated that such fl ows totaled more than 
26 billion dollars in the money and variable income securities market. 
In the fi rst four months of 2006 alone, a similar dynamism, as occurred 
throughout 2005, has been noted. This is part of a global phenomenon 
seen in the past few years in which it is estimated that the international 
volume of such investment fl ows represents 10% of world GDP.

In Mexico, this situation was one of the reasons that enabled a favor-
able performance of the country’s fi nancial markets from mid-2004 
until the fi rst quarter of 2006. These fl ows allowed the peso to begin 
a period of continuous strengthening, the country risk dropped to 
minimum historical levels, long-term interest rates diminished, and 
the stock exchange enjoyed a sustained rebound. Nevertheless, the 
experience of massive capital outfl ows in periods marked by elections 
and/or moments of international uncertainty raises concerns over the 
consequences of the emergence of greater volatility in the future and 
suggests the advisability of considering the capacity of the country’s 
economy to deal with a potential reduction in international liquidity.

What is Mexico’s position in relation to lower international 
liquidity?
Given the considerable availability of international resources, Mexico 
has chosen to promote prudent measures in order to support mac-
roeconomic stability. On the one hand, the country’s fi scal policy has 
been focused on reducing the fi nancial requirements of government 
expenditures and improving the profi le of its public debt by extending 
payment deadlines and limiting its exposure to foreign-exchange and 
interest-rate risks. On the other hand, in monetary and exchange-
rate policy, a consensus has been achieved on the benefi ts of the 
central bank operating with infl ation targets—with a 3.0% target and 
a variation range of + / - one percentage point—and having a fl exible 
exchange rate régime.

Authorities have promoted the development of an internal fi nancial 
system that has not only allowed for its further expansion, but has also 
favored the creation of new markets (for example, derivative products, 
MexDer). These advances allow for better management (or coverage) 
of fi nancial risks and promote long-term planning in the economy. At 
the same time, the prudent management of economic policies, the 
strengthening of fi nancial institutions (with greater capitalization, better 
international practices, etc.) and the change in regulations contribute 
to preventing the banking system from becoming the source of the 
transmission of fi nancial crisis, as was the case in the past.

To sum up, the strategy that has been followed has generated favorable 
conditions to attract and retain fi nancial fl ows and prevent an abrupt 
withdrawal of capital investments. This has led to a solid economic 
framework that contributes to tempering the volatility of the markets.

Capital fl ows are a global phenomenon
The structural changes have allowed Mexico to benefi t from the high 
international liquidity. However, the world context has expanded the 

How Will Reduced                                   

Financial Flows Affect Mexico? Octavio Gutiérrez o.gutierrez3@bbva.bancomer.com
Ociel Hernández o.hernandez@bbva.bancomer.com

Financial Market Levels
June 2004 vs. March 2006, average

Source:   BBVA Bancomer with Banco de México and Bloomberg data
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markets’ interest in investment in emerging economies. A wide range 
of global events has coincided to generate excess liquidity, among 
which three are signifi cant:

First, interest rates in different regions (United States, Europe, and 
some Asian countries) have remained extremely low as a result, on 
the one hand, of the expansive monetary policy of various central 
banks following the decline of infl ation in the world in the past few 
years. On the other hand, there is a high and growing participation 
of institutional investors1, particularly in the bond market, pressuring 
yields downward in the industrialized countries. At the same time, a 
signifi cant group of emerging economies face a prolonged favorable 
period in their external accounts.

Second, there is an excess of savings over investment in a large number of 
countries. The signifi cant renewed increase in prices of raw materials has 
strengthened the revenue of supplier countries and led to an abundance 
of resources, which translates into high demand for U.S. assets, which 
allows fi nancing that country’s fi scal defi cit and current account.

Third, the contribution of emerging economies to global economic sta-
bility is more evident. Their integration in the international markets has 
not only resulted in lower commodity prices, but has also expanded op-
portunities for international investment. At the same time, multinational 
companies have experienced an unprecedented expansion in these 
economies that—supported by world growth—have strengthened their 
balance sheets and the resources available for investment.

The causes of such excess fi nancial resources make a sudden reversal 
of international capital investment strictly sustained on domestic eco-
nomic developments unlikely. The structural weaknesses that persist in 
Mexico will only be evident in the short term in response to a context 
of sharp uncertainty that we feel is not very probable. Even in the event 
that this were to occur, the solid macroeconomic fundamentals that 
are currently at play would tend to limit the periods of volatility and 
mitigate the severity of any possible fi nancial adjustment.

Two potential causes of the adjustment in fl ows: imbalances 
in the U.S. and a confi dence crisis in relation to Mexico
Although we feel that it is not very likely that there will be an abrupt and 
long-lasting reversal of the international fl ows, it is advisable to analyze 
the developments that could trigger an environment of high uncertainty 
as well as the channels through which it could be transmitted to the 
fi nancial markets in Mexico. By the same token, this exercise allows 
us to consider the strengths and weaknesses of the Mexican economy 
in relation to such developments as well as the degree of severity that 
these adjustments could have on the country’s economy.

International causes: adjustment due to imbalances in the 
United States
The U.S. economy is experiencing a period marked by a high current ac-
count defi cit (6.4% of GDP in 2005, equivalent to 805 billion dollars), which 
is mainly the result of a decline in family savings (-0.5% of disposable 
personal income) and a high fi scal defi cit (2.6% of GDP)2. Nevertheless, 

1    Both traditional funds as well as pension and retirement funds, and those of a specula-
tive nature, such as hedge funds.

Mexico: Economic Fundamentals

2000

1             US$ billions, average
2             % of current account
Source:   BBVA Bancomer with Banco de México, INEGI and SHCP data

Infl ation (ann. % chge, eop)
Fiscal defi cit (% of GDP)
Public Sec. Fin. Req. (% GDP)
Net public debt (% of GDP)
Current acc. def. (US$ billions)
Current acc. defi cit (% GDP)
International reserves1

Current account fi nancing2

  FDI
  Remittances
  International reserves

9.0
1.1
3.3

23.1
18.5
3.2

32.4

90.6
35.5

175.2

1994

51.7
7.4
nd
54

2.4
1.3

11.9

21.2
79.9

494.1

1988

7.1
0.1
3.0

37.6
29.7
7.0

17.9

37.0
11.7
60.4

2006

3.6
0.2
1.9

21.0
16.4
2.1

64.0

109.8
121.9
390.2

Source:   BBVA Bancomer with Banco de México data
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the surplus resources generated by Asian economies and by exporters of 
raw materials (particularly oil producing countries) have not only allowed 
this high U.S. current account defi cit to be fi nanced, but also to do so with 
low interest rates by incorporating reduced risk premiums, the result of the 
reduced volatility in the world cycles of economic growth and infl ation.

Although these imbalances will tend to experience a correction, it is not 
completely clear when this will occur, with what characteristics, nor the 
scope of this process or what will be its immediate detonator. In any event, 
the adjustment should register a downturn in U.S. consumption and an 
increase in world interest rates associated with greater risk premiums. 
Nevertheless, it is debatable whether this readjustment will emerge gradu-
ally or abruptly in a way that would imply a scenario of economic “stress”, 
with a recession in the United States, a possible increase in global infl ation 
if this scenario is produced by additional hikes in oil prices, growth in inter-
est rates due to higher risk premiums (an obstacle to investment fl ows), 
and a depreciation of the dollar in relation to Asian currencies.

At present, there are indications to believe that the adjustment in inter-
national imbalances will be gradual.3 Nevertheless, and by way of an 
exercise, it is interesting to consider how an abrupt correction in the United 
States would affect the Mexican economy under current circumstances. 
Qualitatively, this adjustment would be transmitted to Mexico through 
a turnaround in the trade defi cit (fewer exports of manufactured goods 
and hydrocarbons), which would lead to a slowdown in industrial activity 
as well as in investment and employment. This would be coupled with 
reduced international liquidity, which would lead to a greater depreciation 
of the peso and would contribute to an upturn in domestic infl ation. With 
it, interest rates would increase (higher risk premium and greater projected 
infl ation) and discourage domestic demand in Mexico.

Assuming, for illustrative purposes, as a risk scenario, that in response 
to an additional signifi cant increase in oil prices, the U.S. economy 
were to experience a slowdown in 2006 and 2007 (growth of 2.9% 
and -0.4%), infl ation were to rebound to 4% and 3.3%, long-term 
interest rates were to rise to 6.3% and 7.8% and the dollar were to 
depreciate toward levels of 1.40 per euro, we would experience an 
international rebound in risk premiums (between 2 and 3 times the 
levels currently seen) that would reduce the availability of resources 
for the Mexican economy. In the current context of this economy 
(fl exible exchange régime, depth of the fi nancial markets, long-term 
single digit infl ation expectations, reduced fi scal defi cit, and improved 
public debt), our exercises indicate that for the fi nancial markets this 
decline in international resources would imply: (i) a depreciation of 
the peso that would bring the exchange rate to 12 and 13.6 pesos to 
the dollar; (ii) a turnaround in short- and long-term interest rates (with 
yields on the 91-day Cete increasing toward levels between 9.2% 
and 10.5% and for the 10-year bond between 11.6% and 14.7%); 

2    In the short term, a growing effect of high oil prices can be seen in the U.S. exter-
nal accounts, to the extent of contributing the equivalent of up to 1% of GDP in 
Washington’s trade defi cit in the past 12 months.

3    Among the elements that point to a gradual adjustment we have a trend toward 
increases in central bank interest rates throughout the world to limit the infl ationary 
risk by moderating strong growth in consumption; production growth persisting in 
China, which generates surplus reserves and a high demand for raw materials; ad-
vances in foreign exchange fl exibility in Asian countries; an increase in family income 
in the United States; and international infl ation within low ranges. In addition, U.S. 
productivity remains within very favorable ranges.

Source:   BBVA Bancomer with Banco de México data

100

120

140

160

180

200

220

Minimum Maximum

2000 elections

Crisis
simulation

Russian crisis

Interest Rate Adjustment Index
Represents the trend between the minimum and 

maximum value achieved during the event

Source:   BBVA Bancomer with Banco de México data

Minimum Maximum

100

105

110

115

120

125

2000 elections

Crisis
simulation

Election simulation

Russian crisis

Exchange Rate Adjustment Index
Represents the trend between the minimum and 

maximum value achieved during the event



24 Economic Research

Source:   BBVA Bancomer with Bloomberg data
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4    Elements that comprise the current “fi nancial armor-plating.”
5    Brazil faced these elections with a very unfavorable fi nancial and economic context 

compared to the situation of the Mexican economy in 2000 and at present. In particu-
lar, the Brazilian economy experienced greater vulnerability in its external accounts 
(a high current account defi cit), fi nancing with short-term fl ows, public debt that was 
high and sensitive to the volatility in interest rates and the exchange rate.

and (iii) contraction of the stock market index of between 15% and 
20% in annual terms at the close of the next two years.

In any event, what these fi gures show is the progress registered in 
placing the economy on a solid footing in order to face an external 
“shock” of this nature. That is, in comparative terms, the impact on 
the different variables is less than was the case at other moments 
of uncertainty for the Mexican economy.

National causes: confi dence crisis in relation to Mexico
National elections will be held in Mexico on July 2. The Mexican fed-
eral elections are part of a political cycle that encompasses several 
Latin American countries (Chile, Bolivia, Peru, Brazil, and Venezuela, 
with some of these elections already having been held) over a rela-
tively short period of time. Traditionally, these periods of political 
activism have been accompanied by a change in the perception of 
the country risk, depreciations of the Latin American currencies, and 
reduced demand for the region’s assets. This has led to periods of 
economic sluggishness and, on occasions, of fi nancial crisis.

Mexico is currently facing its federal elections in a quite favorable inter-
nal economic framework, to the degree that it has been decades since 
the country experienced an alignment of elements such as healthy 
public fi nances and external accounts, refi nancing of the external debt 
covered for the next two years, low infl ation, and the development of 
the fi nancial and banking market.4 Nevertheless, we cannot completely 
rule out that the mood in the market will shift with the approach of the 
elections. This has, in fact, occurred, in varying degrees, in previous 
elections in Latin America. For example, the last instance that triggered 
a substantial increase in volatility in the region was the Brazilian elec-
tions in 2002. On that occasion, speculation grew in the markets—and 
consequently nervousness—when the possibility arose of a victory at 
the polls by the left-wing candidate at the time, Luiz Inácio Lula Da Silva, 
who was perceived as a populist and was associated with the possibility 
of a suspension of payment on the foreign debt. The sovereign spread 
increased by more than 1,600 bp in the previous six months, while the 
Brazilian real depreciated more than 60%. Once the elections were 
over—and after Lula Da Silva announced his cabinet and moderated 
his political direction toward a more orthodox position—the fi nancial 
markets once again resumed their optimism on Brazil, a situation that, 
with some setbacks, has been maintained to this day.5

The 2000 elections in Mexico generated less agitation compared to the 
race in Brazil. However, there was indeed a period marked by greater 
uncertainty, which moderately increased the volatility of the exchange 
rate and the country risk. Thus, the peso weakened from 9.5 per dollar 
in January 2000 to 10.08 the week prior to the elections. In addition, 
Mexico’s EMBI+ fl uctuated within narrower ranges that those of Brazil, 
rising almost 150 bp in the weeks before the elections.

At the present time, a perception of greater uncertainty would not 
appear to be justifi ed given the economic strength of the economy’s 
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fundamentals and the progress made in containing infl ation. On the 
political level, the elections are backed by institutions that guarantee 
that the vote will be respected and democracy ratifi ed. Together 
with the economic reforms, this is part of the country’s structural 
transformation package of recent years.

So, what, in fact, would generate a shift in investor sentiment in relation 
to the elections? Uncertainty on the continuation of economic stability is, 
in the electoral period, the source of speculative movements. Elections 
generate doubts associated with the incoming administration’s ability to 
face new challenges, the mechanisms and ideologies used to achieve this, 
and even the credibility of the candidates’ arguments. It is, in principle, a 
subjective appraisal that does not always leave room for the benefi t of the 
doubt. However, despite the sensitivity of the market’s feeling toward a 
given emerging economy, the economic justifi cation resides in the possibil-
ity (albeit remote) that the projected return on investments could become 
negative from one moment to the next. And it is at that point that investors 
might pack their bags and demand a higher risk premium.

The elections in Mexico are not immune to a possible loss in investor 
confi dence. Nevertheless, the strength of the economy’s fundamentals 
will mitigate the short-term pressure. As an illustrative exercise, we have 
calculated the effect that an increase in volatility in the main fi nancial 
variables estimated at twice the level of the 2000 elections would have 
on the exchange rate. With the exchange rate at the close of this issue 
at close to 11.0 pesos to the dollar, if the elections were held in one 
month, our simulation of two times the amount of uncertainty present in 
the previous elections would result in an exchange rate of 11.59 pesos 
to the dollar, spreading out the effect over three months. This simulated 
5.36% depreciation does not represent a risk scenario, but does refl ect 
greater uncertainty in a context of structural strength.

From another standpoint, the scope of movements in the exchange 
rate once again demonstrates the progress made in strengthening 
the economy by counteracting the volatility of the fi nancial markets, 
given that the adjustment would take peso/dollar parity to levels 
similar to those of October 2004.

Conclusions
In this article, we have offered a general presentation of the condi-
tions under which the economy could face a period of greater fi nancial 
volatility and their possible origins. With this in mind, we have analyzed 
and simulated what, in our opinion represent the main sources of risk, 
namely, an adjustment in international imbalances and a possible change 
in the market’s perception in response to the July 2 elections. It is an 
illustrative exercise to which a much lower probability is assigned than 
that of the base scenario, and leads to the conclusion that there is less 
likelihood of the markets facing a fi nancial crisis similar to those of the 
past. However, the causes and mechanisms of the developments that 
could lead to greater uncertainty should be recognized and some simply 
indicative estimates identifi ed. Mexico, together with Chile at one point, 
is the country that enjoys the strongest economic fundamentals in the 
context of an electoral scenario. As a result, the conditions are present 
to contain and limit the volatility of the fi nancial markets, if this were 
to occur. In this sense, this potential volatility is not synonymous with 
crisis, but shows the capacity to absorb such factors.
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Mexico: The Run-up to the                  

Elections of July 2nd

On July 2nd, voters will elect the new President of Mexico for the 
2006-2012 period, as well as the 500 deputies and 128 senators who 
make up the two houses of Congress. There will also be elections to 
choose the mayor of Mexico City, the local Legislative Assembly and 
leadership of the 16 Mexico City precincts, as well as the governors 
of Guanajuato, Jalisco and Morelos. In addition, the legislatures and 
mayoralties of nine states (Campeche, Colima, Guanajuato, Jalisco, 
Morelos, Nuevo León, Querétaro, San Luis Potosí and Sonora) will 
be renewed. In short, 1,431 public posts are up for election.

The formal campaigns of the candidates for the Presidency began on 
January 19. Of the fi ve presidential hopefuls who are standing in this 
election, only three are competitively placed: Andrés Manuel López 
Obrador (PRD); Felipe Calderón Hinojosa (PAN); and Roberto Madrazo 
(PRI). López Obrador also has the backing of two other parties, the 
PT and Convergencia Democrática, while Madrazo has the support 
of the PVEM. The PAN candidate is the only one of the three who 
did not establish an electoral alliance with another political force. The 
other two presidential candidates are Patricia Mercado (Alternativa 
Socialdemócrata y Campesina) and Roberto Campa (Nueva Alianza).

The Electoral Infrastructure is a Factor of Confi dence
In face of the possibility of a hard-fought election, the electoral infrastruc-
ture constructed in recent years is a factor of confi dence. Today, there 
are 73 million persons registered in the voter rolls, 20% more than in 
the elections of 2000. For the elections this July 2nd, 226.7 million bal-
lots will be printed, 18% more than six years ago. These ballots contain 
new safety measures, including special paper, watermarks and optic 
fi bers. There will be 5.8 million election certifi cates. The voting will take 
place at 134,000 booths, 18% more than in 2000. There will be special 
attention booths at 5,353 electoral sections. According to the Federal 
Electoral Institute (IFE for its Spanish initials), there will be almost one 
million offi cials on hand at the booths, 23,791 training assistants and 
3,265 electoral supervisors. As in the two previous presidential elections, 
this civic event will count on the presence of a large number of electoral 
observers and foreign visitors. The Preliminary Electoral Results Program 
(PREP), an improved fast-count system and the exit polls will allow the 
results to be known on election night itself.

The country has the juridical-institutional “armour” with which to resolve 
any controversy stemming from the voting. The Electoral Tribunal of the 
Federal Judiciary Branch (Trife for its Spanish initials), created in 1996, 
has among its functions: to undertake the fi nal vote tally, to qualify the 
election of the President of the Republic and to declare the President-
elect (previously the responsibility of the Congress through the Grand 
Electoral College); to resolve in a defi nitive and unimpeachable manner 
any challenges that might arise regarding federal electoral issues; and to 
strengthen the system of measures dealing with electoral challenges so 
as to guarantee the principles of constitutionality and legality of electoral 
acts and resolutions. The electoral magistrates do not depend on the 
Federal Executive Branch. The Trife generates confi dence and is the 
maximum authority for resolving disputes. In fact, it annulled two elec-
tions for governor in the states of Tabasco and Colima. Even though the 
current magistrates will be replaced in September 2006, the Trife would 
take no longer than six weeks to resolve an electoral controversy.

David Aylett david.aylett@bbva.bancomer.com

Popularity of Presidential Candidates
March – April 2006, %

Difference 
1st - 2nd

Source:   National survey by respective polling fi rms

Parametría
Reforma
Mitofsky
Mark. Pol.
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El Universal
Milenio
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Beltrán
Average

11.0
10.0
7.0
5.0
4.0
4.0
3.0
2.0
2.0
5.3

AMLO 
(PRD)

40.0
41.0
38.0
37.0
31.0
38.0
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36.0
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Calderón 
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31.0
31.0
32.0
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31.0
36.0
34.0
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Madrazo 
(PRI)

29.0
25.0
29.0
29.0
23.0
25.0
31.0
28.0
28.0
27.4

Source:   BBVA Bancomer
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•  1 President
•  128 Senators
•  500 Federal Deputies
•  3 Governors
•  423 Mayors
•  Mexico City Head of Government
•  16 Mexico City Precinct Heads
•  359 Local Legislators
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*             Through August 2005 the poll results for the PAN were based on 
Creel and as of Nov. on Calderón

Source:   National surveys by Milenio, Reforma and Consulta Mitofsky
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López Obrador leads in almost all the polls
From the start of the presidential race, almost all the polls place 
López Obrador at the head of voter preferences, while Calderón and 
Madrazo are battling for second place. According to the opinion polls 
of the Reforma daily and Consulta Mitofsky published in the month 
of March, the PRD candidate enjoys an advantage of between seven 
and ten percentage points over his closest opponent. The GEA-ISA 
poll is the only one that places Calderón ahead of López Obrador. In 
any case, the most recent poll of the Milenio daily, published in the 
fi rst week of April, could indicate that the electoral dispute is becom-
ing more competitive, since the PRD candidate commands 34% of 
voting intentions, while Madrazo and Calderón are only three points 
behind him, each with 31%. Independently of the backing that the 
candidates to the presidency have, the opinion poll taken by the El 
Universal daily revealed that 42% of those consulted believe that 
López Obrador is going to win the elections. Only 19% shared this 
same opinion with regard to Calderón and Madrazo.

Assessment
The decisive phase of the electoral campaign will be in May and 
June, after the Holy Week “truce”. During those months, the elec-
toral battle is expected to become harsher, and personal attacks 
among the presidential hopefuls will take on a more strident tone. 
The candidates will participate in two televised debates. The fi rst of 
these debates will take place on April 25; the second is scheduled 
for June 6. The available information indicates that López Obrador 
will only go to the second of these encounters. The debates will 
allow voters to carefully assess the qualities of each candidate. On 
the other hand, fi nancial markets expect the two events to provide 
them with greater economic leads. In face of the expectation of a 
hard-fought election, the candidates will intensify their efforts to 
obtain the support of those who have not yet decided whom they 
will vote for. Most polls agree that approximately 20% of voters fall 
into that category. Many of them will not go to the polls; however, if 
a numerous group of the remainder lean toward the same candidate, 
this could determine the fi nal result.

If the difference between the fi rst and second placed candidate 
amounts to a single percentage point, this could cause nervousness. 
However, assuming that one candidate secures 37% of the vote and 
another 36%, with a participation of 60% of the voters (that is 43.8 
million), this percentage point would represent 400,000 votes, a con-
siderable number. In a democracy, elections are won or lost by one 
vote. The presidential contest in Costa Rica (February 5) is a good 
example of how close an election can be. The winning candidate, 
Oscar Arias Sanchez, led his closest competitor, Otton Solis Fallas, 
by barely 18,169 votes: 40.9% vs. 39.8%. This outcome did not spark 
any questioning on the part of the loser and in the following days, the 
discussion revolved around the feasibility of holding a second electoral 
round or not (Solis ultimately recognized his defeat). One cannot rule 
out the possibility that in Mexico the coming elections might produce 
a close result; nevertheless, this would make palpable the vitality of 
the democratic system. In the fi nal balance, the infrastructure at the 
disposal of the IFE to organize the voting process, along with the 
Trife’s well-earned credibility for resolving electoral controversies are 
elements of certainty that must be taken into account.

Source:   National surveys by El Universal, March 3-6, 2006
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Economic Activity
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