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U.S. Economic Scenario: Uncertainty    

regarding the Degree of the Slowdown

The slowdown in the U.S. is generalized; there are down-
ward risks

In the last four quarters, the growth rate of economic activity in the 
U.S. has decreased noticeably. After an annual GDP growth rate of 
2.9% in 2006, expansion was a more moderate 2.2% in 2007. In the 
same period, moderation in the growth rate of consumption was only 
0.2 pp (from 3.1% to 2.9%). The slowdown in the economic growth 
rate continues to be explained mainly by the adjustment in residential 
investment, in view of the end of the real-estate boom. Between 
4Q05 and 4Q07, residential investment has contracted 28.7%. Nev-
ertheless, GDP data for 4Q07 and timely indicators for 1Q08 point 
not only to a deepening of the recession in the housing sector, but 
also to the generalization of the slowdown in other sectors.

Undoubtedly, the crisis in confi dence and fi nancial liquidity unleashed 
in August by the growing non-payment of high-risk (subprime) mort-
gages and the deepening of the slowdown in the housing sector, are 
suffi cient arguments to expect a considerable slowdown in economic 
growth in 2008. In fact, timely data have been mostly negative surprises 
and indicate a marked slowdown in employment, retail sales and in 
industrial and corporate activity. In this sense, a strong concentrated 
slowdown in 1H08, with signs of stabilization in the second half of the 
year, is a highly probable scenario. However, the risks downward have 
intensifi ed, so that there is also a great probability of a less benign 
scenario—a credit crunch, with an intense and long-lasting contraction 
of credit, with real costs for the economy, extending into 2009. In this 
context, we revised our previsions for economic growth downward. 
We anticipate that GDP will grow at a lower than the potential rate 
during 2007-09, and expect that, after 2.2% growth In 2007, activity 
will slow down In our scenario of a moderate rationing of credit, toward 
1.7% in 2008 before recovering softly to reach 2.2% growth In 2009. 
It should be noted that these forecasts are subject to important and 
growing risks of downward activity.

The revision downward responds mainly to a slightly more pro-
nounced slowdown in private consumption, as a result of a deeper 
and longer-lasting adjustment in the real-estate sector, with effects 
on other components of demand. On the one hand, we anticipate 
that, in view of the lower demand expected, the corporate sector 
will restrict capital spending and job creation more than previously 
foreseen. Consequently, consumption will be affected due to lower 
growth in the labor market and more moderate increases in real 
income. Also, the adjustment of the real-estate sector will have 
second-round effects on families’ wealth, (with the gradual drop in 
housing prices) and confi dence. In contrast, we anticipate a favorable 
performance in external demand. We continue to expect a signifi cant 
contribution to growth from net exports, derived from the dynamism 
of the world economy and the weakness of the dollar. To summarize, 
due to the components of aggregate demand, residential investment 
will continue to show reduced growth during 2008; consumption will 
moderate in a more pronounced manner during 2008-09, a period in 
which it will grow below total economic growth, and non-residential 
investment will grow only moderately.

Note:      Forecasts as of the fi rst quarter of 2008
Source:   BBVA with Bureau of Economic Analysis data
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Source:   BBVA with Bureau of Labor Statistics data
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Residential Investment has not touched bottom; it will 
continue to drop

The recent events in the mortgage market—detonated by problems 
on the subprime mortgage market (see chart)— indicate that the ad-
justment in the housing sector will be deeper and longer lasting. The 
excess supply in the real-estate market has begun to be refl ected in 
housing price drops, which, for now, are insuffi cient to stop the imbal-
ance between supply and demand. Low real interest rates will have 
a favorable effect on accessibility and, consequently, on demand. 
Nevertheless, two risks linked to the subprime market seem to be 
materializing. On one hand, the greater credit restriction is affect-
ing, to a greater extent, the demand for housing, thus extending the 
adjustment of supply; and, on the other, the rise in foreclosures of 
homes and the drop in home prices will delay eliminating the excess 
supply on the market. Therefore, we foresee that residential invest-
ment will continue to signifi cantly reduce growth during 2008.

Consumption: more pronounced moderation

Recently the pillars of consumption have been affected, confi rm-
ing the signals that forewarned the drop in consumer confi dence. 
Employment continues its adjustment and disposable income is be-
ginning to feel the effects. In an environment of loss of confi dence 
and lower expected demand, companies will restrict their investment 
plans and the employment rate in a greater way, affecting families’ 
consumption even more. The reduction of housing prices will affect 
families’ wealth and confi dence and will cause them to gradually 
increase their savings. In addition, more restrictive credit conditions 
will affect family spending in view of more limited fi nancing.

Non-residential Investment: modest growth

Although the fundamentals continue solid—1) profi ts as a percentage 
of GDP are at historic highs, 2) favorable fi nancial conditions, and 3) 
strong external demand—, the higher costs and lower growth rate 
in productivity have reduced the profi t margins. Modest growth in 
capital spending seems to be the most probable option in a context 
of greater uncertainty and lower expected demand. The downward 
risks regarding economic growth will affect the confi dence of com-
panies, leading to greater caution and a more discreet investment 
rate. Also, high costs could continue to cause a moderation in the 
margins. Finally, fi nancial conditions could become less favorable 
(credit restriction is increasing).

The External Sector: it will contribute but does not com-
pensate

Exports will grow at a higher rate than imports. Both the modera-
tion in imports (due to the lower growth rate in consumption and 
investment) and a strong expansion in exports (due to strong global 
demand and favored by the weakness of the dollar) will contribute 
positively to the growth of net exports.

This scenario of moderate rationing presents important downward 
risks. The main ones are a credit crunch and a more pronounced 
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impact from the correction in the real estate market: a) credit stan-
dards could be sharply restricted, and b) housing prices could drop 
signifi cantly. In this context, the adjustment in employment and in 
companies’ investments could lead to a greater slowdown in con-
sumption, while the greater credit restriction would demand a greater 
adjustment in savings and, therefore, in consumption. Finally, the 
economic slowdown in the U.S. could have a more negative impact 
on world growth, and, consequently, on the demand for exports in 
that country.

More interest rate reductions

In a context of lower economic growth and the risk of recession, 
the relaxing of monetary policy is foreseeable. After revaluating the 
risks—between higher infl ation and lower economic growth— the 
Fed abandoned its restrictive bias during August and, in view of the 
confi dence and fi nancial liquidity crisis, decided to reduce the refer-
ence interest rate by 50bp on September 18th, placing it at 4.75%. 
At each of the meetings in October and December, the Fed cut the 
rate an additional 25 bp, leaving it at 4.25% at the close of the year. 
In January, in view of greater concern over the risk of recession, the 
federal funds rate was reduced 75 bp on the 21st and 50 bp more 
on the 30th, placing it at 3%. Going forward, the Fed will continue 
to lower the federal funds rate. It will continue to focus its action on 
avoiding recession and curbing fi nancial instability.

The most benign scenario for infl ation (slowdown) accentuates the 
process of moderation of core prices. Several factors point to this 
dynamic. In the fi rst place, infl ationary expectations remain anchored 
and wage growth continues delimited (the recent weakness of the 
labor market supports the continuation of moderate growth in wages). 
In the second place, the economic slowdown will signifi cantly reduce 
pressure now existing in the evolution of unitary labor costs. Finally, 
rental prices—which explain the acceleration of core infl ation dur-
ing 2006— will stop pressuring upward, due to lower employment 
generation (which will curb the increase in rents) and within a context 
in which part of the excess supply in the real estate market will be 
earmarked for the rental market— leading to a greater moderation 
in rental increases.

Thus, although our expectation for the course of core prices has 
not changed, the downward revision in our forecasts for economic 
growth leads us to anticipate that the moderation of core infl ation 
will accelerate. The possible infl ationary pressure derived from the 
narrowness of the labor and production markets will dissipate to the 
extent that economic growth, lower than the potential, generates 
a more negative production gap. In addition, the greater depth now 
foreseen in the adjustment of the real-estate sector will cause a 
sharper drop in rental prices, mainly due to excess supply in the mar-
ket. Although energy prices continue to be high, the lower economic 
growth rate could cause a gradual decrease in these, which would 
benefi t headline infl ation and would allow infl ation expectations to 
remain contained—and even decrease.

As a result, should it consider it necessary, the Federal Reserve, in 
a context of lower core infl ation pressure, would have an additional 
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Source:   BBVA with Bureau of Labor Statistics data
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margin to relax its monetary policy. In its communication, it has made 
it clear that its main concern is the risk associated with a possible 
recession. The adjustment in the mortgage market and the current 
credit restrictions, together with the disorder in the fi nancial markets 
are important risks for growth going forward. Considering that it is 
unlikely that the economy will show signs of recovery in the near 
future and that credit conditions will improve in the short term, the 
probability of greater monetary relaxation in the U.S. is quite high. 
In this sense, in a scenario of a moderate slowdown, the Federal 
Reserve would lower the federal funds rate to 2.5%; while, at the 
other extreme, in a credit-crunch scenario, the reduction could be 
greater.

In conclusion, although there is a clear bias downward regarding 
the risks in economic growth, and the uncertainty surrounding our 
forecasts is great—mainly due to uncertainty in the evolution of the 
credit markets and its impact on the real sector— the most probable 
scenario is one that is not so unfavorable, where the slowdown that 
has been going on since 2H06 will continue, prior to a soft and gradual 
recovery in 2009. The main risk is that a greater depth and longer 
duration of the real estate adjustment will turn the current confi dence 
and fi nancial liquidity crisis into a credit crisis, with more severe con-
sequences in the real sector. This scenario anticipates second-round 
effects, deeper and longer lasting, stemming from the adjustment 
of the housing sector on consumption and corporate investment. 
Should the scenario of lower growth materialize, it would bring with 
it stronger downward pressures, both in headline and core infl ation. 
The Federal Reserve would reduce the rates more aggressively, as 
it has done in the last cycles of a strong slowdown.

With regard to the dollar, in the current context of uncertainty, de-
preciation risks continue. Several factors continue to point to the 
weakness of the dollar. A greater moderation in U.S. growth com-
pared to Europe, more aggressive drops in the U.S. prior to those in 
Europe, and a deterioration in the quality of currency fl ows toward 
the U.S. will continue to affect the value of the dollar. As of the end of 
2008, once the economy begins to show signs of a recovery (although 
mild), the dollar could revert to slightly less depreciated levels.
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Stable Economic Cycles and Excessive Risk Taking
How did the real estate boom in the U.S. and growing 
nonpayment of high-risk mortgages (subprime) end up 
unleashing a confi dence and fi nancial liquidity crisis? 
What is the magnitude of the problem for the Federal 
Reserve to have decided to abandon its restrictive bias 
and reduce the federal fund rate 50 basis points at its 
September meeting (and 50 bp more overall at the 
October and December meetings) in view of growing 
probabilities of a recession?

In order to understand why risks of a sharp slowdown 
have increased, it is necessary to look back in time. The 
current cycle of economic expansion has been character-
ized by very low interest rates. As a result of the greater 
stability in the economic cycles—longer-lasting expan-
sions and milder recessions—and the growing credibility 
of the central banks—price stability and the anchoring of 
infl ation expectations—interest rates remained very low 
for a long time, at a time when excess global liquidity 
increased due to a great extent to the greater resources 
of the Asian countries and of oil producers.

The greater confi dence led investors to demand lower 
compensation for risk. The excess liquidity and low vola-
tility translated into a reduction of the risk premiums, that 
is, lower spreads. In the search for greater yields, there 
was excessive risk-taking by investors, which has led 
to a “fi nancial accident” due to the interrelation of new 
fi nancial products and the new agents that emerged.

Low Interest Rates and the Subprime Market
The low real interest rates had effects on the real sector 
of the economy and on the fi nancial sector. The expan-
sive monetary policy unleashed an abundant demand for 
mortgage loans, which spurred the demand for housing 
and translated into unprecedented increases in housing 
prices. According to the Case-Schiller housing resale price 
index—the most widely accepted price measurement in-
dex in the U.S.—prices rose 91.6% between 4Q99 and 
4Q06, that is, average annual increases of 13.1%.

The dynamism of prices was leading, on one hand, to a 
signifi cant increase in the wealth of families who owned 
their homes, and on the other, making it diffi cult for 
people with lower income to have access to housing, 
even though interest rates remained low. Nonetheless, 
several factors combined so that a growing number of 
families were now able to purchase their homes.

The Subprime Market in the U.S. and the Confi dence Crisis:              

Liquidity Crisis Caused by Assymetric Information

On one hand, families borrowed beyond their pos-
sibilities, motivated by “easy” loans with very low 
introductory interest rates—that allowed for abnor-
mally low monthly payments—which would later be 
adjusted toward much higher rates, usually after two 
years. Furthermore, credit standards for people to have 
access to a mortgage loan were relaxed even more. In 
the beginning, second loans were granted for the down 
payment—lending 100% of the value of the property. 
Later, the standards were relaxed even more and loans 
were granted to people without income, employment 
or proven assets.

As a result, the universe of high-risk mortgages grew 
exponentially. Subprime mortgages grew from repre-
senting slightly more than 5% in 2001 to 15% in 2006, 
mortgages with limited documentation shot up from 6% 
to more than 25% in the same period, and mortgages 
on more than 90% of the property value rose to almost 
15% of the total after having previously accounted for 
less than 5%. But we should ask; how was the growing 
lack of risk control on these mortgage loans possible? 
How were these excesses possible that generated such 
a high risk?

The Transfer of Risk, the Search for Yields and 
the Financial Innovation
The answers to these questions have two edges: the 
fi nancial innovation—which allowed for the transfer of 
risk, disregarding the matter of the risk balance of the 
banking institutions—and excess liquidity—which gener-
ated the search for higher yields.

The excesses and lack of risk control were possible 
due to the development of complicated fi nancial prod-
ucts that greatly weakened the relation between the 
origination of the mortgage and the risk assumed by the 
originators. The loans derived were developed rapidly. 
The most notable were collateralized debt obligations 
(CDOs) with assets from the mortgage sector that pack-
aged or structured risk assets (subprime loans) together 
with other loans with lower probabilities of non-payment 
to later sell them to investors seeking higher yields in an 
environment of low returns on other long-term assets. 
The CDOs divide the expositions of the collateral loans 
into different “tranches”, each one with different risk 
and yield levels. By adding lower-risk “tranches” it was 
possible to create structured bonds to which the rating 
agencies assigned a low risk.
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Problems: Moral Risk and Adverse Selection
This securitization of the chain of the mortgage port-
folio with multiple intermediaries generated perverse 
incentives that were not limited by the regulators. In 
the securitization of mortgages, the lender is replaced 
by the originator of the loan, (who provides the service 
of collecting the mortgage payments), the investor and 
the rating agencies. This chain generated problems of 
assymetrical information.

On one hand, the originators entered into a situation of 
moral risk. They knew they would have high returns if the 
high-risk loans were paid and would suffer only a fraction 
of the losses if the opposite occurred—by packaging and 
selling the loans they retained only the risk of non-pay-
ment of the fi rst “tranche”. Therefore, there was little 
incentive to choose carefully who would be granted a 
mortgage, since they knew they would not be assuming 
the greater part of the risk, although the earnings from 
issuing the loans would be theirs.

On the other hand, the investors (who assumed the 
risk) did have the proper incentives to be careful, but 
the complexity of the CDOs, added to the search for 
excess earnings, limited the monitoring of the risks and 
relaxed de facto the credit standards. In the chain, the 
rating agencies have also been criticized and questioned 
for having assigned AAA ratings to structured products 
(CDOs) so easily. A possible explanation is that their 
services were paid for (at least the more active rating 
agencies) by the investment banks (the buyers) and not 
by the investors.

This chain also generated another problem of assymetri-
cal information: adverse selection. Since the originators 
of the loans incurred high overhead costs (due to the 
great number of employees), the business depended 
more on the number of loans issued than on the quality 
of these (since they did not retain the risk). Thus, in the 
more recent harvests of subprime mortgages, a greater 
concentration was attracted of persons or families with 
a higher risk of non-payment (either due to their having 
lower income or to the granting of a high number of sec-
ond-home mortgages). Those with a higher probability of 
not being able to pay mortgage loans (unless the price 
of the home continued to increase as in previous years) 
were those that had more incentives to demand this type 
of subprime loans with such lax standards.

Adjustable Interest Rates. Non-payment Rises
A fundamental factor to explain the strong increase of 
non-payment of subprime mortgages and the increase 
in foreclosures were adjustable interest rates. The 
subprime loans were granted with abnormally low in-
troductory interest rates (teasers) that allowed for very 
low payments in the initial years of the loan—generally 
the fi rst two. These introductory interest rates generated 
two problems that increased the risk of non-payment. 
On one hand, many families were motivated to borrow 
beyond their possibilities (the initial payments were low 
and they could cover them), and on the other hand, in 
most cases, the initial payments—before the interest 
rates were adjusted upward—did not even cover the 
interest on the loan, thereby increasing the principal (the 
debt). At the end of the fi rst period the payments were 
adjusted based on the higher interest rates and because 
the amount owed had grown during the fi rst two years 
this could imply a monthly payment between two and 
three times greater than the initial payments.

When the real estate boom ended in the U.S., hous-
ing prices stopped rising and even began to drop. This, 
in addition to the fact that, in most cases, debtors of 
subprime loans owe more than 90% of the value of 
the property, practically eliminates any possibility of 
refi nancing—which would allow reducing the monthly 
payments in order to cover them—especially given the 
current perception of risk and greater credit restriction. 
Thus, non-payment of subprime loans abruptly began 
to grow. Going forward, it is highly probable that the 
situation will get worse before it gets better. On one 
hand, the loans with more lax standards (that is, those 
with greater risk) were granted during 2006, at the end 
of the real estate boom, and the interest rates on these 
will be adjusted in 2008, so that the non-payment rate 
will surely rise signifi cantly.

On the other hand, with the falling demand for housing 
and excess supply in the market—at its highest level 
since the recession of 1991—housing prices could drop 
even more. Moreover, the risk is that the restriction of 
credit standards could lead to a greater weakness of 
demand—and a greater excess of supply—which would 
lead to a further reduction in prices.
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1    The Market for “Lemons”: Quality Uncertainty and the Market Mecha-
nism. George A. Akerlof. The Quarterly Journal of Economics, Vol. 84, 
No. 3 (Aug., 1970), pp. 488-500

Assymetric Information, Loss of Confi dence
With the rise in non-payment of subprime loans, con-
cerns increased over the value of the CDOs leading to 
an abrupt rise in risk aversion. This lack of confi dence 
was severely aggravated because many of these novel 
fi nancial instruments are not listed on the secondary 
market. Their price is determined using complex mathe-
matical models, giving rise to signifi cant doubts regarding 
their valuation. This lack of confi dence was transferred 
to other credit segments, such as collateralized loan 
obligations (CLO), which caused a strong reduction of 
demand for leveraged loans, which was transferred to 
the wholesale credit market.

Why was it transferred to the interbank market? In recent 
years, various institutions, especially in the developed 
countries, had popularized some fi nancial vehicles that is-
sued short-term commercial paper and acquired fi nancial 
risk instruments (CDOs, CLOs, LBOs, etc.). The crisis 
reduced the demand for this commercial paper and made 
fi nancing of these vehicles diffi cult. The intensifi cation 
of these problems was passed on to some commercial 
banks either because they anticipated that they would 
have to fi nance these vehicles with credit lines granted 
before August or because loans or large commercial 
operations that they had intended to sell in the market 
had to remain in the balance, or because they had doubts 
when lending to other banks whose risks they could not 
evaluate. The banks began to value liquidity more.

In sum, all this phenomenon has led to less certainty 
among investors in the valuation of a broad group of 
complex fi nancial instruments, not only those collateral-
ized by subprime mortgages. The problem goes beyond a 
liquidity crisis. In fact, the central banks have contributed 
to the situation. The Federal Reserve has used a series of 
instruments to try to alleviate the tensions in the credit 
markets. It has injected liquidity by expanding the spec-
trum of collateral to those that approach the discount 
window (that is, for those fi nancial institutions that bor-
row from the central bank) and extending the terms for 
such loans—up to 30 days and allowing for immediate 
renewal. Also, in the beginning, they lowered the dis-

count window interest rate 50 bp and later reduced the 
federal funds rate 50 bp in September and 25 bp more 
at consecutive meetings (October and December).

Although these measures have alleviated tensions, this 
has been marginal for now. The level of commercial 
paper and corporate bond issues is still low. Maturities 
remain at very short terms. Interbank interest rates con-
tinue abnormally high in intermediate tranches and the 
high spread between the yield on Treasury Notes con-
tinues to indicate a clear lack of confi dence in the credit 
markets. The actions of the Fed have not been effi cient 
because they do not solve the problems of assymetric 
information. The buyers of CDOs (the investors) believe 
that the sellers (those who package the subprime loans) 
know more about the value of those assets (value as-
sociated with the probability of non-payment). When the 
rating agencies began to lower their grading levels—by 
recognizing a greater risk due to the increase in the non-
payment rate of packaged loans—investors’ mistrust 
grew regarding the value of all structured loans (CDOs) 
until they stopped buying them at any price, regardless 
of how low.

The current crisis of assymetric information is explained 
by the George Akerlof1 theory. If we consider the used-
car market and assume that buyers don’t know the 
difference between good and bad cars, they will offer 
an average price for all of them. The sellers will withdraw 
the good cars from the market (because they are worth 
more than the average). This process could continue until 
the market disappears completely. Something similar is 
happening in the credit markets: liquidity has disappeared 
completely for CDOs. It will be diffi cult for mistrust to 
disappear. The participants with liquidity in the market 
will not be willing to lend until those who have CDOs 
and derivative products clarify as to what they have or 
a price is reached that compensates the greater risk. 
Investors need to know who has what and what its real 
value is. Lower interest rates will alleviate but will not 
eliminate the restriction in the credit markets.

Javier Amador javier.amador@bbva.bancomer.com
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United States Indicators and Forecasts
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Economic Activity

GDP (real annual % change)
  Personal consumption expenditures
  Gross fi xed investment
     Non-residential
       Structures
       Equipment and software
     Residential
  Total exports
  Total imports
  Government consumption

Contribution to Growth (pp)

Personal consumption expenditures
Private investment
Net exports
Government consumption

Prices and Costs (annual % change, average)

CPI
  Core
PCE
  Core
GDP defl actor
Productivity
Real compensation per hour
Unit labor cost

Other Indicators

Industrial production (real annual % change)
Capacity utilization (%)
Light weight vehicle sales (millions, annualized)
Housing starts (thousands, annualized)
Nonfarm payrolls (thousands of new jobs, average)
Unemployment rate (average, %)
Personal savings rate
Trade balance (US$ billions)
Current account balance (US$ billions)
  % of GDP
Fiscal balance (US$ billions, fi scal year)
  % of GDP
Brent (dollars per barrel, average)

Financial Markets (eop)

Fed Funds (%)
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