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Sovereign risk in the spotlight
European Sovereign risk is once again back on the centre stage. Under the assumptions of the IMF and 
EU aid package, Greece will not fund its financial gap if it cannot access financial markets in 2012. This 
news induced fears of an imminent Greek debt restructuring, which we think is unlikely in the short-term 
(see highlight). Furthermore, Standard and Poor’s downgraded Greece’s long and short-term debt to B 
and C, respectively, on the view that Eurozone official creditors may extend the debt payment maturities 
of their bilateral loans. Additionally, there has been a lot of noise in recent days about the Finnish and 
German Parliaments’ support of Portugal’s bail-out package, which is expected to be endorsed in the 
ECOFIN meeting on Tuesday. All in all, it seems that European sovereign news flows will be challenging 
for the European risk premium. We also expect the Greek aid package to be discussed at the ECOFIN 
meeting, although we do not anticipate any agreement until the European Council meeting on 24 June. 
Thus, until then the market will closely watch any political and economic developments in Greece. Strong 
government and fiscal discipline measures are the best presentation cards for an additional aid package.  

Strong growth rate in 1Q11, but this looks set to ease
The EZ 1Q11 GDP growth rose 0.8 q/q, above our expectations of 0.6 q/q. Germany and France both 
registered healthy growth driven by stronger domestic demand, while the former has recovered its 
pre-crisis GDP levels. Meanwhile, US activity and inflation showed the effects of higher oil prices. In 
Emerging markets, China’s April data showed that the country’s growth is still slowing, as monetary 
conditions continue to tighten. Inflation measures have moderated since March, but were slightly above 
expectations. We expect the Chinese authorities to sustain their gradual monetary tightening to tame 
inflation, with two more 25bp interest rate hikes in 2Q/3Q and an additional 100bp of hikes in the required 
reserve ratio, (RRR) after yesterday’s 50pb hike in RRR. In Latam, activity remains upbeat, while growth 
in Mexico is easing slightly. Latam central banks continue to fight overheating by increasing rates and 
introducing macro-prudential measures. Chile and Peru increased interest rates this week.

Next week: The EZ final April CPI –which will likely confirm the 2.8% increase–, will be released. This figure 
will be very closely watched, especially after the latest Survey of Professional Forecasters revised the 2011 
and 2012 inflation projections up by 0.6pp and 0.1pp, to 2.5% and 1.9%, respectively, although long-term 
inflation expectations remain anchored at 1.9%. Overall, the latest data and recent statements by ECB 
members are in line with our expectation that the June meeting will see wording changes which will 
signal a 25bp interest rate increase at the July policy meeting. In the US, the market will look for further 
hints of the phasing-out process after the end of the QE2 in the minutes from the last FOMC.
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China: Reserve Requirement ratio (RRR)
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Highlights
Strong global economy growth, but risks are tilted to the downside
Global growth is expected to expand 4.4% both in 2011 and 2012.

Financing Greece
Extending the financial support will provide a short-term solution for Greece’s solvency problems.

Higher, but still low core inflation in the US
All core inflation measures indicate a recent upturn in inflation, but from extremely low levels.
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Markets
Short-term rise in equity risk premium
The slight drops seen in equity markets in recent days, pricing in slightly lower than previously 
expected growth rates for 2011, have occurred against a backdrop of sharp drops in the long ends 
of interest rate curves. Taking into account the resilience of the current consensus estimates for EPS, 
particularly following the 1Q earnings seasons, which beat the consensus in revenues and profits, 
what is happening, at least in the short term, is a clear increase in risk aversion on equity markets.

There are two reasons for this: on one hand, the latest macro data for the US, Europe and Asia is 
allowing equity markets to price in a scenario of lower than expected growth rates in 2011; on the 
other hand, we have the rise in sovereign risk linked to this worse cyclical outlook (sovereign risk 
mirrors cyclical risk) and the rumours surrounding Greece.

Volatility of oil affecting the rate curve
The recent volatility of commodities, and especially oil, is a result of the following factors: firstly, 
adjustments are being made to the overly long positions accumulated in the last few months 
due to the sharp rise in prices. Secondly, the recent performance of some equity markets has 
increased the margins required, forcing many market participants to cut their positions short, 
generating a lot of volatility. These fluctuations in oil prices are having a direct impact on rate 
curves, and especially inflation breakevens. These breakevens are a measure of the market’s 
headline inflation expectations for the coming years, and are calculated as the difference between 
the nominal rate and the real rate. The impact from oil is therefore twofold: on one hand it directly 
affects the market’s long-term expectations for inflation, and on the other it has a direct effect on 
real rates, since they are linked to growth. In short, cheap oil improves expected growth so real 
rates rise, while climbing oil prices have the opposite effect.

Risk aversion favours buying of USD
As a result of the increase in the global risk premium, the market’s main driver is risk aversion, 
taking the spotlight off other drivers such as the contrasting expectations with regard to rate hikes 
from the ECB and the Fed, fundamentally resulting from the rise in inflation and expected growth. 
This favours widespread buying of USD, magnified by extremely short net USD positioning. In the 
case of EURUSD, on top of the profit taking on commodities (triggered by the CME’s increased 
guarantee requirements and the rise in the Chinese CPI, reflecting a need for stricter monetary 
policy from the PBoC) there has been less hawkish rhetoric from Trichet at the last ECB meeting 
on 5 May – by omitting the words “strong vigilance” he indicated that there would be no rate hikes 
before June – and growing concern over European peripheral debt, particularly Greece’s.

Chart 3

Oil prices and US 10Y inflation breakeven

90

95

100

105

110

115

120

125

130

10-Feb 23-Feb 8-Mar 21-Mar 3-Apr 16-Apr 29-Apr 12-May
220
225
230
235
240
245
250
255
260
265
270

Brent (LHS) Break Even 10A

Source: Bloomberg and BBVA Research

Markets Analysis

Interest Rates Europe and USA
José Miguel Rodríguez Delgado 
josemiguel.rodriguez@grupobbva.com
+34 91 374 68 97

Global Equity and Credit

Strategy
Javier Requena
javier.requena@grupobbva.com
+34 91 537 83 99

Global FX

FX Europe
Victoria Torras
victoria.torras@grupobbva.com
+34 91 537 73 86

Home

Highlights

Calendar

Markets Data



REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT  PAGE 3 

Weekly Watch
Madrid, 13 May 2011

Highlights
Strong global economy growth, but risks are tilted to the downside
The global economy continues to grow at a robust pace, and is still expected to expand 4.4% both in 
2011 and 2012, supported primarily by emerging economies, which will account for ¾ of the increase. 
However, higher commodity prices (especially oil) introduce a risk to growth (even to some of those that 
might benefit directly from high commodity export prices) will push up inflation in most regions, bringing 
forward interest rate hikes from most central banks, though at different paces,. At the same time as this 
global shock develops, local risks remain in place. Financial stress in Europe is likely to continue, especially 
for Greece, Portugal and Ireland. The political noise around proposals to finally start the process of fiscal 
consolidation in the US will only add to uncertainty in the markets, even though we think that some 
form of fiscal adjustment will take place in the end. Finally, overheating pressures in emerging markets 
continue, although they will probably increase more in Latam than Asia, given that high commodity 
prices represent tailwinds for Latam but headwinds for Asia. In addition, the slowdown in Japan could 
slow down economic activity in most of Asia. Furthermore, current account surpluses in much of Asia are 
a more comfortable buffer for countries in the region compared to Latam (see Global Outlook).

Financing Greece
The IMF+EU aid package to Greece was designed under the assumption that Greece could access 
financial markets in order to fund part of its financial needs after 1Q12. This assumption is now very 
unlikely to be met under the current market conditions, and therefore Greece must find other ways of 
financing its needs. The government has already announced a privatisation process to raise EUR50bn 
of new revenues until 2015, but this will not arrive in time. In our view, the most likely solution in the 
short term is that the IMF&EU will extend their financial support to Greece with strict conditions. We 
expect the maturity of the IMF&EU loan to be extended to 7 ½ years from the current 4 years (already 
proposed and only in need of ratification), and the loan’s interest rate to be lowered by 100bp to 
4% (perhaps gradually and subject to fiscal consolidation targets being achieved). Furthermore, an 
additional aid package of around EUR50-90 will be needed to cover the long-term debt maturities 
until mid-2013 or 2014, respectively. Although EU ministries will probably debate the Greek aid package 
at next week’s ECOFIN meeting, we do not anticipate any official announcement until the EU Council 
meeting in June, and more likely not until the IMF, EU and ECB analysis of the Greek aid programme 
review, which should be ready by mid-June, have been carefully looked at.

Higher, but still low core inflation in the US
In April, headline and consumer prices jumped 0.4% m/m and 0.2% m/m, respectively. Consumer 
prices increased 3.2% y/y, the highest level since October 2008. In November, the inflation rate was 
1.1% y/y, this sharp increase was due to the combination of high liquidity and rising food and energy 
prices. However, the pass-through effect to underlying inflation remains limited. While energy and 
food indices increased 19.0% and 3.2% y/y respectively, core prices (all items less food and energy) 
increased only 1.3% in the same period. We expect the increase in energy prices to be temporary 
and the pass-through effect to remain limited. In retrospect, in similar episodes the impact on core 
inflation remained minimal for the U.S. economy and declined significantly relative to the 1970s and 
1980s. On the other hand, all core inflation measures indicate a recent upturn in inflation, but from 
extremely low levels. Shelter prices comprise 40% of the core inflation and have a strong effect on 
the future path of trend inflation. This boils down to rent and owner’s equivalent rent, both of which 
are affected by home prices. Owner’s equivalent rent is increasing on a y/y basis, although from low 
levels. Providing that home prices stabilize and commodity prices decline in 2H11, we expect these 
three components of inflation to make a smaller contribution to core inflation by 2012. We expect 
average headline and core inflation rates in 2011 to increase to 2.8% and 1.3% y/y, respectively.

Chart 4

Global GDP growth and contributions (%)
Chart 5

Greek government’s financial position*
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Calendar: Indicators 
Eurozone: HICP inflation (April, May 16th)
Forecast: 2.8% y/y Consensus: 2.8% y/y Previous: 2.7% y/y 

Comment: We expect final HICP data to confirm that consumer inflation accelerated by 0.1pp in 
April, against our initial expectations of stabilization. Advanced inflation with recent fuel prices 
suggests that the slight increase could be explained by a further acceleration in inflation of both 
food and some components of core inflation. In particular, we can not rule out a slightly larger 
than previously anticipated acceleration in service inflation, due to the base effect after the 
sharp slowdown observed in April last year, combined with an usual increase in service prices at 
Easter, as national figures suggested. 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, fueling fears of second-round effects in coming months..

Eurozone: Trade balance (March, May 16th)
Forecast: €-3.2bn Consensus: n.a. Previous: €-2.4bn 

Comment: The trade deficit is likely to have broadened further in March. Exports are expected to have 
grown moderately, at similar rates to February, after the strong rebound observed at the beginning of 
the year, supported by resilient demand from emerging markets. As a result, exports should have gained 
momentum in Q1 as a whole. Nevertheless, imports are projected to have grown at a faster pace in 
March, driven mainly by higher commodity prices, after the sharp slowdown registered in the previous 
months. In addition, imports should have also surged in Q1, suggesting that the contribution from net 
exports could have been lower than in 2H10. Market Impact: A very negative surprise could raise 
concerns about the pace of the recovery in coming quarters, especially in the periphery. . 

Empire State Manufacturing Index (May, May 16th) 
Forecast: 18.5 Consensus: 20.0 Previous: 21.7

Comment: The Empire State Manufacturing Index is expected to decline but remain positive 
in May, indicating that more manufacturers consider that business conditions are improving. 
The index is one of the first regional indices to be released this month and will give valuable 
information about economic activity in the manufacturing sector. We expect economic activity 
in 2Q11 to be stronger than in the first quarter. Market impact: A sharp decline in the index would 
signal a slow down in manufacturing activity and draw stock markets down. 

Industrial Production (April, May 17th)
Forecast: 0.5% m/m Consensus: 0.4% m/m Previous: 0.8% m/m

Comment: Industrial production index has increased in the last 21 months, except October 2010. 
In March, the index jumped 0.8% m/m and was 5.9% higher than its level in the previous year. The 
manufacturing activity climbed 0.7% m/m and capacity utilization in the sector reached 75.3%, lower than 
its pre-crisis level. The Utilities sector picked up 1.7% m/m and the utilization rate in the sector increased to 
79.7%. Overall, the capacity utilization rate is 77.4%, illustrating that the economic slack still remains in the 
economy. We expect the industrial production index to increase at a slower pace in April due to high oil 
prices. Market impact: If the index declines in April, it would likely increase doubts over the pace of the 
recovery and ignite discussions of a recession or a slow down in the economy. 

India: WPI inflation (April, May 16th)
Forecast: 8.2% y/y Consensus: 8.4% y/y Previous: 9.0% y/y 

Comment: Inflation has become the major policy concern across emerging Asia, with India struggling 
more than most of its peers. In this regard, next week’s inflation release for April will be under the 
spotlight, especially after the RBI surprised markets early this month with an aggressive 50bp rate 
hike. We expect April inflation to decline from last month due to base effects and moderating food 
prices, but nevertheless remain elevated. Market impact: A higher than expected outturn could raise 
expectations of an even stronger policy response, while a lower outturn would improve sentiment.
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DISCLAIMER

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

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to 
undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be appropriate 
for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to prepare this report. 
Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such specialized advice as may be 
necessary. The contents of this document is based upon information available to the public that has been obtained from sources considered to be reliable. 
However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit, is given regarding its accuracy, 
integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the document or its contents. Investors 
should note that the past performance of securities or instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should be aware 
that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve high risks and are 
not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such 
circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking any transaction with these instruments, 
investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should 
also be aware that secondary markets for the said instruments may be limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, directly 
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consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, executives 
or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the publication of this 
report, to the extent permitted by the applicable law.

BBVA or any of its affiliates´ salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients 
that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses 
may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, photocopied 
or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may be copied, 
conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure 
to comply with these restrictions may breach the laws of the relevant jurisdiction.
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19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (ii) are persons falling 
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