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Growth slowdown in the spotlight
Economic data this week suggested that the EZ activity is slowing down in the current quarter, in line 
with our expectations, while in the US the composition of Q1 growth was less encouraging (less private 
consumption and more inventory building) at the same time when there are increasing signs pointing 
at a milder than expected rebound in Q2. The EZ PMI composite fell more than expected in May to 55.4 
(from 57.1), mainly driven by manufacturing, but the service sector also slowed. Meanwhile, the second 
estimate of Q1 GDP growth was unchanged (below expectations) at 1.8% (q/q annualized). Additionally, 
the slight upward trend seen in the US jobless claims points out to a less supportive labour market. The 
pace of economic activity is also showing some signs of moderation in LatAm in 2Q11. The contraction 
in the Japanese economy is taking a toll on Mexican manufacturing activity, while retail sales and 
unemployment data are consistent with a moderation in domestic demand.

Greece makes additional efforts
The Greek government has announced an additional EUR6.4bn of measures to achieve the fiscal target 
for 2011. Moreover, the 2012-2015Medium-Term Fiscal Strategy (MTFS) is also being debated by the Greek 
Cabinet. The government has also given some details of the expected privatization program (considered 
the cornerstone of the program). The Parliament should reach an agreement on these measures no later 
than early June in order to get an aid package from the EU and the IMF. In or view. The most likely option 
in the short term is that IMF+EU will extend their financial support to Greece with strict conditions.

ECB officials call for interest rates normalization
EZ rate hike expectations for 2011 have moderated recently on the view that sovereign risk will govern 
ECB decisions. However, in contrast with recent movements in the market’s expectations, comments 
from ECB officials (most importantly Draghi) have remained on the hawkish side, validating their pre-
emptive approach (“…there is a greater need to proceed with monetary-policy normalization”).

Next week: In the US, April payroll figures and May ISM Manufacturing will give further clues about the 
degree of moderation. While in the EZ, the May flash HCPI will catch market’s attention. 
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Highlights
Japan: despite disappointing post-quake data, a strong rebound is underway 
The Japanese economy continues to adjust in the aftermath of the March 11 earthquake.

LatAm countries have some room for manoeuvre to limit risk
Central Banks are stepping up efforts to curb inflation risk, while the ample currency reserve and fiscal 
savings could lessen the impact of oil prices.

Rating Agencies are quite active on sovereign debt
CDS prices for European countries suggest that financial markets foresee more credit downgrades.
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Markets
Sovereign and cyclical risk remain the key drivers
Currencies
Trends in the global forex market over the last week were driven by sovereign and cyclical risk 
premiums. Despite the budgetary cuts announced by Greece at the start of the week, uncertainty 
over the possibility of debt restructuring persists. Meanwhile, economic indicators surprised on the 
downside, mainly the US figures, thus sustaining the concerns with regard to the global economic 
cycle. The bias on the forex market was therefore towards risk aversion, leading to high volatility in 
both core and emerging currencies. In all, the factor which had the greatest impact was the downside 
surprises in US growth, triggering fresh depreciation of the USD vs. other core currencies. In fact, 
safe haven and funding currencies appreciated (0.3% in the case of the JPY) while most emerging 
currencies were more volatile and depreciated. After attempting to breach the 1.40 zone (which we still 
consider to be a key support, since most of the closing of non-commercial positions on the CFTC has 
already taken place) EUR closed the week with no significant changes. 

Interest rates
Euro curves have corrected downward quite significantly in recent days. This not only confirms 
that transitory nature of the rises in rates in previous weeks, as we anticipated, but is also significant 
because it has had more of an impact on the short end in comparative terms. The 2Y swap has 
corrected by around 18bp since last week (the 10Y has only corrected 8bp). We would also highlight 
the correlation between this greater movement at the short end and the downward bias of Euribor 
3M futures, above all at the long end (flattening). In just 6/8 days the Dec 12 contract has corrected 
by 30bp and is now at 2.30%, a level not seen since January. This profile partially reflects the fact that 
the market is assigning less room for ECB rate hikes in the medium term, in the midst of a phase of 
imminent risk of restructuring of Greek debt. In addition, the recent deceleration in cyclical data is also 
contributing to this more conservative outlook being priced into the curves. 

Equity
Since the start of the month the Eurostoxx has accumulated a fall of around 6%, led by the Financial 
sector and industries linked to commodity prices, against a backdrop of a 25bp drop in the IRR of 
the 10Y German bond. All other things being equal, this implies theoretical tightening of the equity 
risk premium of clearly more than 50bp, reflecting some risk aversion on equity markets (which 
could increase if the yield of the 10Y Bund breaches 3%). Macro data remains a key factor in the short 
term – cyclical and sovereign risk form a vicious circle – together with the strategy for unwinding QE2, 
the upcoming European banking stress tests, and the decision with regard to the cap on US debt. 
Consensus EPS estimates remain sound (even though they are a lagging indicator of expectations 
for the cycle) and our long-term outlook is still positive, since we are convinced of the strength of 
the global cycle and confident that a reasonable solution will be found for the European sovereign 
risk issue. However, we are somewhat more cautious with regard to the short term, regardless of the 
possibility that the current rally could last a little Langer.

Chart 3

Slope of curve for 3M Euribor futures  
(Dec 2012 - Dec 2011) vs. 2Y and 10Y Swap
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EUR and 10YT:  
cyclical and sovereign risk favour high correlation
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Japan: despite disappointing post-quake data, a strong rebound is underway 
The Japanese economy continues to adjust in the aftermath of the March 11 earthquake. April exports 
were down by -12.7% y/y and retails sales declined by -4.8% y/y. The data follow similar plunges in March, 
as supply disruptions —especially in the auto sector— and weak consumer and business confidence 
take their toll. Q1 GDP growth surprised on the downside (-3.7%, q/q saar vs. consensus: -2.0%), confirming 
a technical recession (two consecutive quarters of negative growth). However, the impact of the 
earthquake on full-quarter GDP was probably small since the earthquake occurred toward the very end 
of the quarter, meaning that underlying growth momentum may have been weaker than previously 
anticipated. Nevertheless, there is good reason to expect a rapid rebound during the second half of the 
year, as incorporated in our 2011 full-year growth projection of 0.5%. Evidence suggests that a resumption 
of supply chains may occur faster than previously expected, and consumers may already be returning 
to more normal spending patterns. It is also noteworthy that the weak Q1 GDP outturn was due to a 
drawdown of inventories. As supply chains are restored, a rebuilding of inventories would likely contribute 
to a rebound in activity, over and above the boost from reconstruction spending. The Bank of Japan 
(BoJ) kept its monetary stance unchanged at its most recent meeting on May 20, after unveiling an initial 
round of stimulus policies just after the quake. We expect the BoJ to implement additional schemes to 
facilitate recovery. These may well include an expansion of the asset-purchase program from the current 
JPY10 trillion and boosting the JPY3 trillion special lending facility. We also expect the government to 
approve further spending, but the room for manoeuvre is limited due to the high public debt.

LatAm countries have some margin of manoeuvre to limit risk
We expect an orderly de-acceleration of Latin American growth in 2011-12, towards 4.5% p.a.. Even though 
inflation remains a risk, Central Banks regained their footing after some initial hesitation, and now are 
fast withdrawing the monetary stimuli. A few countries (Brazil, Chile) are also introducing some fiscal 
tightening. One outstanding feature of this recovery is the significant increase in investment ratios across 
the region, both a reflection of a better business climate and a condition to support future growth. FDI is 
playing a major role in this expansion. The region also kept public and external debts in check, (they are 
still falling as a fraction of GDP) while current account and fiscal deficits remain very small. Our view is that 
most of the countries in the region would be able to withstand a major correction in commodity prices, 
using their ample reserves and fiscal savings to finance a smooth adjustment. This is a very hard to beat 
combination of growth opportunities with limited risks, but a discriminatory eye is needed.

Rating Agencies, quite active on sovereign debt
Rating agencies have been very active in reviewing European sovereign credit ratings nowadays. 
The combination of high public deficits, high levels of indebtedness, ramping financial costs, and low 
economic growth have led credit agencies to downgrade the outlook of a large number of European 
countries credit ratings. For instance, over the past week, Standard & Poor’s has downgraded Italian 
debt’s outlook to negative from stable, while Fitch has cut Belgium’s outlook to negative from stable. 
Rating agencies’ movements tend to be behind the curve and this time is not the exception. As we can 
see in the chart below, European peripherals have a significantly higher cost of insuring against default 
than other countries with lower credit ratings. In the case of Spain and Italy both countries have single A 
credit ratings assigned by Fitch, but their 5Y CDS prices are 251bp and 164bp, respectively. Meanwhile, the 
Mexican and Brazilian 5Y CDS prices stand at 106bp and 108bp, respectively, even though Mexico and 
Brazil are rated BBB by Fitch. Overall, these high CDS prices for European countries suggest that financial 
markets foresee potential for further downgrades, unless governments step up measures.

Chart 5

Sovereign Rating vs 5Y CDS USD
Chart 6

Japan’s GDP and Activity Plunge after the Earthquake  
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Calendar: Indicators 
Eurozone: HICP inflation (May, May 31st)
Forecast: 2.8% y/y Consensus: 2.8% y/y Previous: 2.8% y/y 

Comment: After seasonal effects in previous months, we expect headline inflation to remain 
relatively stable at 2.8% y/y in May. In addition, fuel prices in recent weeks have continued to 
moderate, putting some downward pressure on our forecasts, although we think that they should 
be partly offset by upward risks coming from higher indirect effects. The detailed breakdown will 
not be released next week, but our projections show that core inflation could have also remained 
virtually stable at 1.8% y/y. Market Impact: A further acceleration in core inflation could increase 
market concerns about greater indirect effects, that could result in a tighter monetary policy in order 
to avoid both second-round effects and the de-anchoring of inflation expectations.

US: ISM Manufacturing Index (May, June 1st) 
Forecast: 59.0 Consensus: 58.0 Previous: 60.4

Comment: The ISM manufacturing index declined slightly from 61.2 to 60.4 in April and remained 
above 60% for the fourth consecutive month. The ISM Prices Index increased for the fifth 
consecutive month, consistent with an increase in consumer prices and energy prices. We expect 
the ISM manufacturing index to remain above 55, indicating ongoing improvement in economic 
activity. Market impact: An increase in the ISM manufacturing index would surprise financial 
markets, eliminate some of the pessimism about the pace of the recovery and increase stock prices.

US: Nonfarm Payroll (May, June 3rd)
Forecast: 210K Consensus: 195K Previous: 244K  

Comment: Non-farm payrolls increased by 244K while the unemployment rate climbed to 9.0% 
in April. Most of the service-providing industries, manufacturing, and mining sectors created 
new jobs and the private sector added 268K new jobs in April. Of the 268K jobs created in the 
private sector, 224K came from private service-providing sectors while temporary help services 
declined, illustrating that some private companies could become more willing to commit to hiring 
permanent employees. On the other hand, the number of unemployed people increased by 205K 
on a seasonally adjusted basis and pushed the unemployment rate up, which is also consistent 
with recent increase in initial jobless claims. We expect the US economy to have created 210K new 
jobs in May but the unemployment rate remained at 9.0%. Market impact: If non-farm payrolls 
in May are significantly lower than expected, it would imply a slowdown in hiring and economic 
activity in 2Q11 and bring down equity prices. 

China: PMI for (May, June 1st)
Forecast: 51.9 Consensus: 51.6 Previous: 52.9

Comment: We expect the Purchasing Managers’ Index (PMI) to ease further in May following a 
number of recent activity indicators pointing to moderation in growth. A moderating trend in 
the PMI would be welcome news for the authorities who have been seeking to contain inflation 
and prevent overheating through monetary tightening. While some market participants have 
expressed fear of a hard landing, the PMI should remain well within the 50+ expansion zone, 
indicating a soft landing. Market impact: A reading in line with or below consensus is likely to 
exacerbate market fears of a hard landing in China.  

Brazil: GDP (First quarter, June 3rd)
Forecast: 1.1%q/q Consensus: 1.2%q/q Previous: 0.7%q/q 

Comment: GDP remained strong in the first quarter. It should have accelerated with respect to 
4Q10 when it expanded 0.7%q/q. A moderation of the private consumption and an acceleration of 
investments are expected in comparison to Q4. In yearly terms, growth should drop from 5.0%y/y in 
Q4 to slightly more than 4.0%y/y. Market Impact: We see room for GDP surprising markets on the 
upside, but the focus will be on growth composition: if private consumption refrains from moderating 
as expected, extra pressure will be put on future interest rates and on inflation expectations..
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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 
or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, provide 
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.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within article 
19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (ii) are persons falling 
within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons to whom an 
invitation 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 on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates is available only 
to relevant persons and will be engaged in only with relevant persons.The remuneration system concerning the analyst/s author/s of this report is based 
on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results 
generated by the investment banking business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in 
investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members. 

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent and avoid 
conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security Market Operations is available 
for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with number 
0182.


