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Good step, but not enough

•	 Hopes are building on expectations that EZ authorities will take additional 
steps to tackle the sovereign crisis  
Now that Slovakia has backed the enhancement of the EFSF and after a favourable the 
assessment of the “Troika” on the fifth review of the Greek plan, the 6th tranche of the loan is 
“most likely” to be disbursed soon,  more should be done. Politicians are increasingly focused 
on a bank recapitalization plan, but in our view the most important thing is to focus on a 
comprehensive plan to address the root of the problem (sovereign crisis). In this sense, the 
President of the European Commission (Mr. Barroso) has announced a welcome road map to 
address the crisis; yet, high uncertainty remains on the clarification of the details about each 
proposal, especially on “the Euro area’s backstops against the crisis”.

•	 Emerging economies show signs of moderation (at a faster-than-expected 
pace) on weakening external demand
Weak external demand is affecting Chinese exports and industrial production in both Brazil 
and Mexico. Despite a lower financial risk premium, emerging markets are rebounding 
moderately due to ongoing global growth concerns.

•	 Additional steps are unlikely in the near-term, but the Fed is prepared to act 
if necessary 
The FOMC minutes indicate a modest downgrade of the staff outlook, significant downside 
risks to growth along with high forecast uncertainty, and subdued inflation over the next few 
years (ie, at or below the Fed’s mandate). Most participants agreed that the FOMC should use 
more forward policy guidance in its communications to the public, but several participants 
expressed concern that certain types of forward guidance “could be mistaken for a statement 
of its longer-run objectives.” Thus, despite this the Fed is prepared to take additional steps if 
necessary, given that further stimulus –beyond the necessary to complete the announced 
Operation Twist– are unlikely in the near-term. Some kind of communication change could 
potentially be the next Fed’s move.
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Hopes are building on expectations that EZ authorities will take additional 
steps to tackle the sovereign crisis
For the first time in several months, hopes that European policy makers will take additional steps 
to tackle sovereign crisis are building. Slovakia has backed the enhancement of the EFSF, which 
pave the way for the increase of the lending capacity of the EFSF along with expanded powers 
to buy sovereign debt (both in primary and secondary markets) and provide fund to recapitalize 
banks. The assessment of the “troika” on the fifth review of the Greek plan was positive, thus the 
6th tranche of the loan should be disbursed soon. The President of the European Commission 
(Mr. Barroso) has announced a (comprehensive) road map to address the crisis. Mr Barroso’s 
proposal lay out simultaneous action along various fronts: 1) a clear response to the problems of 
Greece, 2) Strengthen the euro’s firewalls to contain contagious risk, 3) strengthen the banking 
sector, 4) frontload policies that consolidate stability and boost growth and 5) advance in the 
European governance (including the need to assess and develop options for “stability bonds” as 
part of the arsenal of policy instruments for the Euro area).

Greek financing needs have increased due to the slippage from public deficit and the difficulties 
to sell assets (to privatize), in this sense, a reassessment of the second rescue program to Greece 
is needed, including the PSI. Barroso’s proposal for bank recapitalization is in line with Germany’s 
approach. First, banks have to raise capital themselves. If they can not, then they would have to ask 
for it to national governments. Lastly, if governments can not afford to recapitalize banks, the EFSF 
would provide loans to governments to be used for that purpose and under strict surveillance. 
Despite the recent focus on the bank recapitalization plan, in our view, it is crucial to dispel 
uncertainties about European systemic countries with liquidity problems. Thus, greater flexibility 
and more effectiveness of the EFSF are both needed. The most likely channels to increase the 
firepower of the EFSF is by either issuing guarantee government issuances or by using the EFSF 
bonds as collateral for government bond issuances. In this context, Mr Barroso’s proposal supports 
“maximizing the use of the EFSF”, but there is a lack of details on it. Additionally front-loading of 
stability and growth enhancing measures should help to improve confidence in the euro zone, but 
we have to wait until additional details are announced in order to evaluate the impact.

All in all, the positive news from the Commission’s proposal is that it sets a road map to address 
the crisis. Yet, high uncertainty remains on two fronts: the clarification of the details about each 
proposal, especially on “how to enhance the Euro area’s backstops against the crisis”. The ECB 
has warned, once again, that any write-down on government debt that causes bondholder losses 
could damage the currency and the region’s banking system-.

China, Brazil and Mexico show signs of moderation on weakening external 
demand
In spite of financial risk premium easing, growth driven assets from emerging markets have not 
outperformed this week as concerns about the global growth outlook have not dispelled. China’s 
exports for September grew by a weaker-than-expected 17.1% y/y, a clear sign of weakening 
external demand. Import growth remained buoyant (in volume terms) on sustained domestic 
demand, The weaker export outturn led the customs bureau to warn of “challenges ahead”, 
and the currency depreciated for the day, despite rising trade and currency tensions with the 
US.  Meanwhile, industrial production and retail sales in both Brazil and México surprised on the 
downside, suggesting that both economies are beginning to show the first signs of the market 
turmoil related concerns. Price pressures remain high in both Asia (Chinese CPI is still in the 6.1%) 
and Latin-American countries, with the exception of Mexico where inflation surprises continue 
to be on the downside. The combination of still high inflation and weakening activity presents a 
challenge to the authorities. In the case of China, we expect monetary policy to remain on hold in 
the near term to contain inflation expectations, with support for growth coming through targeted 
fiscal measures, including stepped-up spending on social housing.  Nevertheless some of the 
Asian region’s policy makers have begun to implement policy measures to support growth. Bank 
Indonesia cut interest rates by 25 bps at its monthly policy meeting this week, and the Monetary 
authority of Singapore today eased its policy stance by slowing the appreciation path for the SGD. 
Nevertheless, most policymakers are still in wait-and-see mode and, with monetary conditions 
already quite lax and inflation running high, we do not expect further significant easing in the near 
term (Korea, for example, left rates unchanged this week).  On the other hand, the step taken by 
Brazilian authorities suggest they will attempt to counteract the slowdown by easing monetary  
policy. Lastly, Banxico left interest rates unchanged but signaled that it was ready to cut rates.
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Markets
Forex: EURUSD squeezes higher
EURUSD has steadily rallied since the October 7 close. Simply put, we do not believe the rally in 
EURUSD has been entirely fundamentally driven; instead, we believe the move is somewhat a 
result of a classic FX market “short-squeeze.” A short-squeeze typically occurs when the market 
becomes very short of a currency in a relatively quick period of time. Specifically with EUR, 
non-commercial accounts according to the latest CFTC data went from a neutral position to an 
extreme net-short position between the end of August and the third week of September – a quick 
move by historical standards. After holding at around the same level for the following two weeks 
the FX market found itself caught too short, too quickly with non-commercial accounts taking 
profit on short EURUSD and EUR-cross trades. Cascading stops through the mid-1.30s in EURUSD 
helped propel the pair back above 1.3800 on October 12 after trading below 1.3200 on October 4. 

Importantly, the bulk of the short-squeeze looks to have now materialized and if EURUSD were to 
test 1.4000 we do not believe it would be driven by the same rationale; fundamentals are likely 
to come back to the fore. The upcoming EMU meeting originally slated for October 18 and now 
scheduled for October 23 has the potential, we believe, to be a significant market event with the 
push-back in meeting date likely exacerbating FX market expectations for a “successful” and 
“concrete” resolution to the peripheral crisis.

Credit: Reopening of the primary market 
Last week Fitch joined other rating agencies in downgrading Spain and Italy’s credit ratings. The 
subsequent repercussions were felt by Italian and Spanish banks and some Spanish companies 
and autonomous communities. Despite the negative newsflow from the rating agencies, on 
Thursday the market opened with the first new issues by Spanish and Italian companies since the 
summer. Iberdrola and Telecom Italia issued new debt for periods of close to five years and these 
issues were favourably received by the market, offering spreads of about 290 and 500 basis 
points, respectively. The issues were oversubscribed between four and five times.

European Equity have already priced in the success of this recapitalization process
The recapitalization process of the European banking system gains momentum. We think there 
are 2 main risks: i) execution risks, in fact some top European banks have stated that they would 
rather sell assets than raise expensive new capital, something which will delay the solution to 
the funding problem; and ii) more importantly, risks linked to the valuation of the asset side of 
the different banks’ balance sheets - if this valuation process is a kind of “stress test version 3.0” 
in which assets are not fully marked to market, then it is unlikely to calm financial markets.  So be 
cautious: European equities have already priced in the success of this recapitalization process, 
but it is still to be seen how and when this will be done. The EuroStoxx has soared 18.5% in just 3 
weeks, led by Financials (+29.5%) and, more recently, by cyclical high-beta sectors such as Autos 
and Basic Resources.

Chart 3
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Calendar: Indicators 
Eurozone: Flash consumers confidence (October, October 20th)
Forecast: -20.3 Consensus: -20.0 Previous: -19.1  

Comment: We think that consumers’ confidence has deteriorated again in October, remaining 
below its historical average for the third consecutive month. The lack of determination in 
the resolution of sovereign debt continues to weigh on consumers expectations about the 
sustainability of the recovery and, especially, on expectations about a further deterioration in 
the labor market. This would result in increased concerns about the negative impact on their 
disposable income and thus would be reflected in lower households’ consumption. Market 
impact: Disappointing data could increase market fears about an activity contraction in coming 
quarters, as the weakness of domestic demand will not take over as a driver of growth in a 
context of slowing global demand.

Germany: IFO Expectations  (October, October 21st)
Forecast: 96.3 Consensus: 97.0 Previous: 98.0     

Comment: We expect Ifo expectations to have declined further in October, continuing the downward 
trend observed in recent months. In addition, this component would have already been below its 
historical average for the second month in a row, although far from the record-lows observed in 
late 2008. Given the high correlation of this indicator with the GDP growth, these figures showed 
further evidence about a bleak economic outlook, even pointing to an activity contraction in the last 
quarter of the year. We also expect both business confidence and current assessment components 
to deteriorate further in October, although they will remain above the long-term average. Market 
Impact: As they are the first data available for Q4, figures much worse than expected could negatively 
affect markets by raising fears of a return to recession instead of a stagnant economy. 

US: Industrial Production (September, October 17th)
Forecast: 0.2% m/m Consensus: 0.2% m/m Previous: 0.2% m/m     

Comment: Industrial production is expected to grow again in September at a similar pace as 
in August. Exports of goods and services have remained strong despite slowdowns in demand 
stemming from the sovereign debt crises in Europe. Manufacturing expectations for the coming 
months have improved, however regional Fed surveys continue to suggest slowing in the 
manufacturing sector. In addition, monthly auto production declined in September, limiting 
the upside growth potential for total industrial production. Market Impact: Positive industrial 
production growth will keep markets calm, however surprising setbacks could reignite concerns 
of a double-dip recession. 

US: Consumer Price Index, Core (September, October 19th)
Forecast: 0.2%, 0.2% m/m Consensus: 0.3%, 0.2% m/m Previous: 0.4%, 0.2% m/m    

Comment: Consumer prices are beginning to moderate after two months of higher-than-expected 
headline inflation. Rising food and energy prices have driven inflation throughout the summer 
months, however both appear to have declined slightly in September. The commodity price index 
has dropped significantly since its peak in April 2011, and low consumer demand should limit 
runaway food inflation. Continued weakness in economic activity will likely keep headline price 
pressures in check, with limited pass-through to core inflation. Market Impact: The Fed has indicated 
that inflation will settle within their comfort zone, so worries of rising price pressures are minimal. 
However, another month of higher-than-expected headline inflation could raise concerns. 

China: China GDP for Q3 (October 18th)
Forecast: 9.2% yoy Consensus: 9.3% yoy Previous: 9.5% yoy     

Comment: As prospects for the global economy remain highly uncertain, markets are focused 
on activity indicators in China to gauge the resilience of the world’s second largest economy, and 
whether it can continue to serve as a buffer to weaker demand from the US and Europe. In this 
context, a stream of important indicators, including the Q3 GDP outturn, September industrial 
production, investment, and retail sales, will be released in the coming week. We continue to hold 
a  soft-landing view, and we expect Q3 GDP growth to moderate slightly. Market impact: A higher-
than-expected reading would bolster confidence in the outlook, while a weaker-than-expected 
reading would aggravate worries of a possible hard landing.
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DISCLAIMER
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(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.
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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.
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with these restrictions may breach the laws of the relevant jurisdiction.
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or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act 2000) may otherwise lawfully be 
communicated (all such persons together being referred to as “relevant persons”). This document is directed only at relevant persons and must not be acted 
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