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Central banks take centre stage
Throughout this week more clues have been revealed about how the ECB or the Federal Reserve will 
implement their monetary policy. On the one hand, the ECB hiked interest rates by 25bp, as expected. 
Although the ECB monetary policy statement was less hawkish, Mr. Trichet retained a tough tone and 
sent strong pre-emptive warnings about second-round effects. This suggests that the ECB does not see 
this rate increase as a pre-emptive move. We maintain our forecast of an additional 25bp hike in interest 
rates at the July meeting. After that, we think the ECB will be forced to adopt a wait-and-see approach 
until: i) uncertainties fade; ii) the European banks stress test results are released; iii) the liquidity problem 
is addressed; and iv) more clues about the impact of oil prices on the economy are available. On the 
other hand, the minutes of last month’s US FOMC meeting confirm our baseline scenario that QE2 will 
be implemented as planned and that there will be no rate hike in 2011. Contrary to a more hawkish tone 
in some of the comments made by Federal Reserve officials, the minutes revealed that the majority of 
officials want to see QE2 through to the end. The FED signalled that the outlook for the economy is more 
balanced, and that inflation risks are tilted to the upside, although they consider oil price increases to 
be temporary. In our view, the degree of pass-through from energy to core inflation indices is a factor to 
monitor because it may hint on a change in the Federal Reserve’s monetary policy stance. Additionally, 
China hiked interest rates by 25bp again, nearing the end of its tightening cycle. We anticipate one more 
rate hike in 2011 and a 100bp increase in the RRR. Peru also raised rates this week.
Portuguese bailout is not a significant event
Portugal’s announcement to request a bailout was largely expected by market participants. Although we 
consider this decision to be a step to reduce market uncertainty, we do not expect Portugal’s risk premium 
to narrow significantly. The details of the rescue still need to be defined. We expect the Portuguese bailout 
to amount to around EUR80bn and to be financed by a conditional loan from the EFSM/EFSF and IMF. 
The rescue package will concentrate more on structural reforms than on fiscal consolidation. A positive 
sign for the eurozone risk premium is that markets have still been differentiating between Spain and 
Portugal. Yesterday, although the ECB and the IMF supported the advances made by Spain in structural 
reforms, Spain must not hesitate in its effort to accelerate reforms. In our view, the European sovereign 
debt crisis is improving, but it has still not been completely resolved.
On the economic front, the most relevant issue is to what extent indicators are being affected by the impact of 
higher oil prices. Next week China will release important data such as inflation and new loans along with other 
indicators. In the US, March CPI and industrial production figures will be released. 
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Oil prices: one shock, but different outcomes in Brazil and Mexico    
Mexico will enjoy a cyclical impulse from oil prices, while in Brazil the immediate impact is negative.

Growth spread between the US and the eurozone will widen…
… as oil and monetary policy restrictions will dent EMU growth.
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Another round of recapitalisation for European banks
During the last week, financial debt tightening was driven by two main reasons: i) the new round 
of recapitalisation for European banks. Commerzbank announced a EUR11bn recapitalisation and 
Intesa San Paolo also announced a EUR5bn capital raising. These capital increases are very positive 
from a credit point of view and should stand these entities in good stead to face the stress tests, and 
ii) the announcement by the Central Bank of Ireland that a haircut will not be applied to senior debt 
bondholders, at least not senior bondholders of Irish banks which were subjected to the Central Bank 
of Ireland’s latest stress tests.

Muted market reaction to Portugal’s request for aid 
On top of Portugal’s bailout, Fitch downgraded the rating of Portuguese covered bonds across the 
board. Generally speaking, the market’s reaction to Portugal’s decision to ask for financial assistance 
has been minimal and there has been virtually no contagion to Spain. Thus, Spain’s 5Y CDS widened 
just 2bp after the bailout was announced and is at 203bp.

Breakevens in the US at all-time highs
The movement seen over the last week in the in the Treasury curve has been heavily influenced by 
the comments made by members of the Federal Reserve, which have been a mixture of hawkish and 
dovish messages. This highlights the discrepancies existing within the Federal Reserve when it comes 
to deciding the risk which inflation poses. In fact, in the minutes of the last meeting which were published 
this week, there was an increased reference to the recent rise in the breakeven rates. The latter are at 
the highest levels seen since 2008. However, the difference between now and 2008 is that now this 
movement is not just justified by the upward pressure of nominal rates, but also by the declining real rates 
(which have in fact corrected by almost 40bp since the end of February). This profile may be a reflection 
of the fact that: i) although the global risk premium has eased, there is still some demand for safe-haven 
assets; and ii) there is a certain degree of scepticism and uncertainty in the market surrounding the 
cyclical improvement in the US and whether this positive trend will continue once the current stimulus 
are withdrawn. We cannot rule out the possibility that the current factors will continue pushing up inflation 
expectations, especially as long as raw material prices continue generating volatility (Brent is at USD122/
barrel). Nevertheless, this movement should be limited in terms of nominal rates since they should 
continue to be anchored by real rates. In fact, to a certain extent, this is already happening; whilst the 2Y 
has reached February highs, the 10Y is still 20bp from its highs.

Carry Trade Environment Persists
The USD continues to underperform most major currencies with only the JPY underperforming the USD 
over the last week. Indeed a pro-cyclical carry trade environment persists with high-yielding currencies 
such as the BRL and other commodity-related currencies outperforming. The threat of additional G7 
intervention is enticing the FX market to short low-yielding currencies in favor of high-yielding currencies 
in order to pick up extra yield in what is seen by the market as an “almost riskless trade.” 
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Oil prices: one shock, but different outcomes in Brazil and Mexico    
The impact of an oil price shock depends on oil’s role in the economy in question, i.e. mainly whether the 
country is oil exporting or oil importing. Oil exporting countries benefit from a rainfall of foreign inflows from 
importing countries, but the final impact on their economies depends on specific factors such as: i) the 
distribution mechanism for the unexpected oil income (payment) between savings and expenditure; and ii) 
the possibility of cushioning the shock of costs for businesses and households.

Mexico is an oil exporting country where oil extraction and distribution is a public monopoly. The 
Government obtains one third of its total income from oil and, in the case of unbudgeted revenue, only 
one third is saved in stabilization funds. Additionally, there is an implicit subsidy in the gasoline price that 
could lessen the impact of higher costs by close to 1% of Household income in 2011. As a result, it seems 
that Mexico will enjoy a cyclical impulse from oil prices added to the positive impact resulting from its close 
relationship with the growing US economy. Some upward pressure on inflation could limit real growth of 
disposable income, but subsidies and minor demand pressures limit price increases.

In Brazil, higher oil prices should ease the funding of pre-salt projects and therefore stimulate future 
oil production. However, the immediate impact of the oil shock is negative, especially because it fuels 
inflationary pressures. Higher oil prices along with a still too strong domestic demand are two of the 
reasons behind the higher than expected inflation over the last few months, which reached 6.3% y/y 
in March. Expectations for the end of 2011 jumped to around 6.0% y/y, well above the 4.5% y/y target. 
Although the Central Bank now seems to be more tolerant as regards inflation (which should imply some 
losses in terms of credibility), the implementation of some restrictive policies will limit GDP growth to at 
most 4% this year.

Growth spread between the US and the eurozone will widen
Confidence indicators deteriorated slightly in March, in both the US and the eurozone. This outcome 
suggests that the economic activity has peaked in 1Q in both areas after a higher than expected 
acceleration. Nevertheless, there is no evidence that neither eurozone nor US economy growth will face 
a strong slowdown in the coming quarter. However, both the increase in oil prices, due to the unrest in 
the MENA region, and the interest hike in the eurozone (we expect the ECB to increase interest rates by 
50bp in 2011), amid the fiscal consolidation, will moderate the eurozone growth rate over the next few 
quarters, especially in the second half of the year. As a result, eurozone GDP will increase 1.7 percent in 
2011, similar to the GDP growth registered in 2010. In the US, the impact of higher oil prices will offset the 
positive trends seen in employment and investment, preventing the economic activity from accelerating 
further and eliminating the upside risk to our forecast. Therefore, we expect US GDP growth rates over 
the next few quarters to remain similar to or slightly below those of 1Q11. For all of 2011 we maintain our 
forecast for US GDP growth at 3.0 percent. The combination of a slowdown in the eurozone’s growth rate 
and stable US growth rates suggests that the GDP growth spread between the US and the eurozone will 
widen, especially in the second half of the year. This could further prevent Euro currency appreciation in 
terms of the US dollar.

Chart 5
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Calendar: Indicators 
Eurozone: Industrial production (February, April 13th)
Forecast: 0.7% m/m Consensus: 0.7% m/m Previous: 0.2% m/m 

Comment: We expect industrial production to have increased further in February, as soft data up 
to March revealed a strong industrial sector at the beginning of the year. Most national data will be 
released next week, but strong German figures already published support our projection. Soft data also 
suggest that industrial recovery is likely to ease over the next few months, although domestic orders 
could take the lead, complementing foreign demand. Market Impact: A very negative surprise could 
be interpreted by markets as more moderation in economic growth than anticipated. 

Eurozone: HICP inflation (March, April 15th)
Forecast: 2.6% y/y Consensus: 2.6% y/y Previous: 2.4% y/y  

Comment: We expect final HICP data to confirm that consumer inflation accelerated further in March, at a 
slightly faster rate than initially anticipated. Underlying this monthly increase are higher commodity prices, but 
also a slight acceleration in core inflation, due to the expected rebound in the prices of non-energy industrial 
goods after the end of winter sales. Processed food prices are likely to have increased further, while service 
inflation should have remained broadly stable. In particular, methodological changes on seasonal components 
could be pushing up core inflation. Market impact: A large surprise in core inflation could be interpreted as 
further evidence of indirect effects from rising commodity prices on higher and more persistent consumer 
inflation, fuelling fears of second-round effects over the next few months.  

US: Consumer Price Index, core (March, April 15th)
Forecast: 0.5% m/m, 0.2% m/m Consensus: 0.5% m/m, 0.2% m/m Previous: 0.5% m/m, 0.2% m/m

Comment: In February, consumer prices surged mainly due to an increase in oil and food prices. The 
price index for energy commodities jumped 19.3% YoY, while the price index for energy services increased 
by just 0.2%. Increase in headline consumer prices was the largest monthly increase in headline prices 
since June 2009. Within core price indices, shelter prices are also no longer a drag to core inflation. They 
have increased by 0.1% MoM on average over the last five months. We believe that recent increases in 
oil prices are temporary and therefore pose no long-term threat to price stability, at least for the time being. 
We expect oil prices to carry on rising and continue to push headline inflation higher. However, the pass-
through effect from higher energy prices to core prices will remain limited. Market impact: If consumer 
prices, particularly core prices, increase by more than the market expects, it would point to a higher pass-
through from oil and food prices to underlying inflation and therefore could increase inflation expectations. 

US: Industrial Production Index (March, April 15th)
Forecast: 0.7% m/m Consensus: 0.5% m/m Previous: 0.0% m/m 

Comment: In the first two months of 2011, industrial production (IP) was slower than expected. Although 
regional manufacturing, ISM manufacturing and ISM services indices point to strong economic activity, 
the Federal Reserve announced that IP increased by 0.1% MoM on average over the last two months, 
compared to 0.6% on average in 2010. We expect IP to rise by around 0.7% MoM indicating robust 
economic activity in March, in line with other macroeconomic indicators. Market impact: If industrial 
production remains relatively stable in March, financial markets should question the sustainability and 
strength of the economic recovery. Equity markets would be negatively affected.

China: Real GDP Growth (2011Q1, April 15th) 
Forecast: 9.3% y/y Consensus: 9.3% y/y Previous: 9.8% y/y

Comment: First quarter GDP will be watched for signs of a soft-landing following last year’s rapid 
growth (10.3% for the full year). The GDP data will be released alongside a monthly batch of other 
indicators, including inflation and credit growth. We expect 1Q GDP to ease to 9.3% y/y, consistent 
with a slowing trend in retail sales and credit growth for January/February, and the authorities’ recent 
monetary tightening measures, including another interest rate hike this Wednesday. Market impact: A 
stronger-than-expected reading could reignite concerns of more aggressive tightening measures, with 
adverse consequences for financial markets.
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