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Better picture, but risks remain
•	 EU plan and US growth lift sentiment  

Risk premium eased sharply and risk assets rallied on the back of a positive surprise from the EU 
summit (after expectations have turned rather pessimistic earlier this week). The European Council 
delivered measures, which will help to underpin sovereign funding markets, achieve a sustainable 
solution for Greece, strengthen banking sector and move toward a further integration in the 
European Union. Moreover, better-than-expected data in the US (especially an encouraging Q3 US 
GDP report) and China have also contributed to the risk-on mood in financial markets.

•	 Nevertheless, European Summits still leaves key elements unresolved 
Decisions were taken on all fronts, but there are still many details to be sorted out. We are 
again pending on a tight agenda and a still open negotiation process. G20- meeting, due 
next week, will bring more news about the support of the IMF and Emerging countries to the 
measures to contain sovereign contagion.

•	 Economic data dispelled risk of recession in the short-term, but down side 
risk remain 
US Real GDP growth increased 2.5% annualized showing a stronger-than-expected economic 
demand. Additionally the Chinese PMI suggested that China manufacturing sector is recovering. 
However, evidence of the region’s export slowdown due to weakening global demand continued 
to mount this week. Meanwhile, weaker economic data were released in Europe. Our revised 
MICA GDP indicator for the last quarter of the year foresees stagnation in the Eurozone, rather 
than recession. All in all, these economic data have helped to reduce fears related to a double-dip 
global recession.  

•	 Central Banks, cautiously dovish 
The ECB is not likely to pre-announce any change in its monetary policy stance for 
December’s meeting given that the ECB has sent signals that they would not act pre-
emptively on downside risks to growth as they do in face of upside risks to inflation, and 
considering that it is Mr. Draghi’s first meeting. Meanwhile, weak growth and downside risks 
favor a more dovish Fed, and the pressure is on for them to act if economic data do not 
consistently improve. Yet, given that Operation Twist has just begun, we do not expect the Fed 
to announce QE3 at the next meeting.

Chart 1

Asian export growth is weakening
Chart 2
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European Summits still leaves key elements unresolved
Decisions were taken on all fronts, but there are still many details to be sorted out. As regards 
Greece the EU leaders decided a haircut of 50% to private investors, with credit enhancements 
by 30 bn euros, to bring Greek debt sustainable at 120% of GDP by 2020. Also remains a closer 
monitoring and control of Greek reforms, with in-site work of the Commission. In this context, 
we consider that the Greek problem is not fully solved despite a “voluntary” 50% haircut to 
investors. Greek debt will be sustainable in theory, but is subject to many shocks and could still 
face important challenges. Concerning other peripherals, the leaders put pressure on Spain and 
especially Italy to implement reforms. In Italy doubts will remain open until the political situation is 
not clarified and reforms are really approved. In Spain the short-term challenge is to fulfill the 6% 
deficit target. Pressure is also placed on labour market reform and financial sector problems. 

As expected, two mechanisms to leverage EFSF up are approved (an SPV and an insurance 
scheme or bond issuance, with no details) with an expected leverage of 4 or 5 times (around 1 
trillion euro). Details are expected to be determined in November

We consider that its firepower is not enough to induce a virtuous cycle of credibility, as would 
have been the case had this task been taken by the ECB. 

On bank recapitalization, leaders decided a 9% minimum core tier 1 capital to be reached before 
June 2012, where sovereign debt and loans have to be valued at market prices, and additional 
measures on liquidity to be determined by the EU Commission in the future, such as guarantees 
for banks’ issuance. We think that authorities have not curbed first the perception of sovereign 
risk in all peripheral countries, which was the underlying problem.  

Regarding Governance, leaders took steps ahead towards fiscal integration, but more in the line of 
increased control than on the line of Eurobonds.

Overall, positive evaluation but a wait and see attitude is warranted, we are again pending on a 
tight agenda and still open negotiation process. 

Mixed economic reports put pressure on the Fed to act
The latest economic reports have been mixed, furthering uncertainties regarding the future 
outlook. GDP data released today suggest stronger growth than previously expected, mainly 
due to a jump in personal consumption expenditures which ease worries of a double-dip 
recession. Retail sales jumped last month, indicating better-than-expected consumer activity. 
However, depressed consumer confidence levels imply more persistent and long-lasting effects 
of the financial crisis. Despite upward revisions to employment data for Q3, job growth remains 
slower than in early 2011 and job availability is not enough to decrease the unemployment rate. 
Manufacturing reports have been conflicting with the ISM suggesting some improvements but 
regional Federal Reserve surveys noting continued slowdowns in the sector. While some housing 
data has been better-than-expected, an increase in distressed properties could jeopardize the 
market. In general, current downside risks facing the US economy will outweigh any potential 
upside, and both consumers and businesses tend to be pessimistic about economic prospects. 
We expect that the fourth quarter will be slightly weaker than the third. Weak employment growth 
and other downside risks (political brinkmanship, slowdowns in Europe, and further deleveraging) 
will limit significant acceleration in 4Q11.

Weak growth and downside risks favor a more dovish Fed, and the pressure is on for them to 
act if economic data do not consistently improve. Concerns remain focused on lowering the 
unemployment rate while keeping inflation expectations in check. Given that Operation Twist has 
just begun, we do not expect the Fed to announce QE3 at the next meeting. The Fed is likely to 
rely more on public communications as a policy tool, and the meeting could be an opportunity 
for them to communicate strategy and options. In general, the Fed will continue to monitor 
economic data and is prepared to act again if growth prospects significantly deteriorate further. Home
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ECB is unlikely to act pre-emptively
ECB’s focus shifted to downside risks to growth over the last two meetings. In fact, reiterated its 
implicit easing bias, further adapted its wording to pave the way for lower rates if need arises, and 
even discussed the pros and cons of both leaving rates unchanged and lowering them. Moreover, 
it seems that the ECB no longer judges that the monetary policy stance remains accommodative 
as they dropped the phrase and replaced it with “short-term interest rates remain low. The ECB 
is not likely to pre-announce any change in its monetary policy stance for December’s meeting 
given that the ECB has sent signals that they would not act pre-emptively on downside risks 
to growth as they do in face of upside risks to inflation, and considering that it is Mr. Draghi’s 
first meeting. Both the dovish tone and the implicit easing bias will be retained; however, Mr. 
Draghi will likely insist not only on the responsibility of delivering price stability but also on the 
importance of being credible on the delivery. At the same time, he will reiterate that non-standard 
measures will continue for as long as needed. In this respect, additional measures are not likely 
considering the “amplitude” of the decisions taken in October’s meeting. Yet, the details of the 
new covered bond purchase programme (CBPP2) to buy bonds issued by banks and backed by 
collateral will be released.

Asian exports continue to trend down
Evidence of the region’s export slowdown due to weakening global demand continued to mount 
this week with Hong Kong announcing a lower-than-expected September outturn (-3.0% y/y; 
consensus: +6.5%). The weak performance was due to soft demand from China (-7.3% y/y) possibly 
due to decreased end-demand elsewhere (Hong Kong sends many raw materials to China, for 
manufacture and export of finished products) and the US (-8.9%).  Exports of electronics and 
machinery (-7.5% y/y) declined sharply, and September’s outturn signaled the first year-over-year 
contraction since October 2009.  The government maintained that the outlook looks ‘bleak,’ 
although we believe that exports are set to bottom over the next two quarters, before picking up 
in mid-2012.  

Hong Kong’s moderating exports outturns mirror what many other Asian economies have 
been experiencing since the EU crisis. More recently, downside risks of a severe slowdown have 
increased. Taiwan is facing similar headwinds as Hong Kong from a faltering global recovery, 
as exports growth has held below 10% for two straight months. Although Taiwanese exports of 
information and communication products still grew rapidly thanks to robust global demand for 
high-end smartphones and tablet computers, overall the electronics component of exports, which 
accounts for 28% of Taiwan’s outgoing trade, moderated significantly in the third quarter, to 3.0% y/y. 
Earlier this month China warned of ‘severe’ upcoming challenges to its exports after its September 
outturn came in below expectations (17.1% y/y, consensus 20.5% y/y). Demand from abroad is likely 
to remain weak in the short term. Pressure on exports may be even more acute in areas such like 
Thailand, which is suffering from disruptions due to intense flooding.  That said, our view is that while 
the coming quarter will be challenging for Asia’s exporters, robust domestic demand and strong 
intraregional trade should provide a cusion, and set the stage for an eventual rebound.  
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Interest Rates: With the EFSF guarantee, what will the new price for peripheral 
bonds be? 
Turning the EFSF into an insurer that guarantees a percentage of first losses for new bonds 
issued by countries with problems in accessing the market should foster investor appetite. We 
acknowledge that this measure is going to provoke market fragmentation, with two types of bonds: 
i) the old bonds; and ii) the new ones with the credit enhancement. In fact, today’s statement 
opens another alternative by saying that “risk insurance would be offered to private investors as 
an option when buying bonds in the primary market”. Although this could initially create some 
market distortion in flows due to investors selling old bonds to buy the new ones, this would not 
be dissimilar to when the GGBs (Government Guaranteed Bonds) were launched to support the 
banking system three years ago, and in our view the negative consequences are manageable. 

We have carried out an exercise to estimate the impact on bond yields assuming 20% protection. 
The approximation is based on the idea of pricing a portfolio composed of the current bond and 
a CDS paying off 20% of notional in the event of default. 

For instance, a 10-year Spain CDS has a running price of 374bp, which is equivalent to paying 
25.50% of the notional upfront for being protected. Assuming a recovery rate of 40%, the upfront 
premium to be paid to get 20% if Spain defaults is 8.50% of the notional (25.50% x 20% ÷ (1-40%) 
= 8.50%). Applying the current 10-year benchmark DV01, the cost of the credit enhancement is 
1.17%, so the new yield should be below current yield levels by roughly the amount of this spread. 

After carrying out this exercise for the three countries across different maturities, in general 
the results range between 100bp and 150bp for the spread, with Italy benefiting the most and 
Belgium the least due to yield levels (see Table 1). 

Credit: EU summit supportive for credit markets  
The measures announced following the EU Summit could be positive for the senior level and 
lower Tier 2 of EU bank spreads, while the impact on Tier 1 securities will be on a case-by-case 
basis. A higher capital buffer and increased solvency – ceteris paribus – reduces the probability 
of default and as such it is supportive for the credit market. Also, we believe that Thursday’s EBA 
statement, which foresees support for long-term funding through the issuance of government-
guaranteed debt, may be largely supportive for covered bonds – given the reduced refinancing 
risk for EU banks. 

As a consequence of a deal being reached on the European Sovereign Crisis, the iTraxx Main 
tightened 20bp, trading at end-August levels of 155bp, compared to 175bp last Friday. The 
Financial sector benefited the most, with the iTraxx Financial Senior tightening 28bp to 210bp 
from last week and the iTraxx Financial Subordinated 56bp to 415bp from 471bp last week. 
Sovereigns also benefited from the rally tightening 40bp to 295bp. 

Primary markets remained subdued ahead of the EU Summit and the announcement of various 
corporate results. We would highlight the issuance of EUR1bn and GBP500mn by the Mexican 
company America Móvil. The week also has been calm in terms of rating moves with no main 
action from the agencies. 

We expect activity to increase next week as more issuers come out of blackout period and the 
ECB announces the details of its Covered Bond Purchase Plan.

Table 1

New bond issuance yield 

Country 10y yield 
10y CDS 

(pb) 
10y CDS 
upfront 

20% CDS 
upfront 

10y  
DV01 

Yield 
Spread 

10y yield 
adjusted 

Italian Republic 5.93% 448 29.50% 9.83% 6.80 -1.45% 4.48% 

Kingdom of Belgium 4.41% 295 21.00% 7.00% 7.80 -0.90% 3.51% 

Kingdom of Spain 5.51% 374 25.50% 8.50% 7.25 -1.17% 4.34% 

Source: Bloomberg and BBVA Research



REFER TO IMPORTANT DISCLOSURES ON PAGE 7 OF THIS REPORT  Page 5 

Global Weekly Watch
Madrid, 28 October 2011

Calendar: Indicators 
Eurozone: Flash HICP inflation  (October, October 31st)
Forecast: 2.9% y/y Consensus: 2.8% y/y Previous: 3.0% y/y     

Comment: We see both headline and core inflation moderating slightly in October, driven by lower 
energy prices along with a mild deceleration in prices of non-energy industrial goods. Still, there 
is high uncertainty around the forecast of industrial goods inflation this year, given the limited 
information available to model the change in seasonality. We continue to expect headline inflation 
to moderate by the end of the year, driven by favorable base effects in energy prices, and reverting 
below the ECB target at the beginning of 2012. Regarding core inflation, we expect it to hover 
around 1.8%-1.9% y/y for the remainder of 2011, moderating somewhat afterwards. Market Impact: 
We see some downside risks to our forecast after the release of German figures. A larger moderation 
in inflation should be read by markets as further signs to trigger an official rate cut before end-year.

Eurozone: Unemployment rate (September, October 31st)
Forecast: 10.0% Consensus: 10.0% Previous: 10.0%   

Comment: We expect unemployment rate to have remained stable in September, as observed 
since the beginning of the year. However, higher uncertainty about the economic performance 
in coming quarters combined with disappointing activity figures for Q3 and Q4 are weighing on 
hiring intentions, which are worsening further according to the EC survey, and therefore risks to 
the unemployment rate will be on the upside in coming months. Market impact: Given the lag 
between growth and employment, we do not see major changes in unemployment, although a 
worse than expected outcome would increase the concerns about double-dip. 

US: ISM Manufacturing Index (October, November 1st)
Forecast: 52.0 Consensus: 52.3 Previous: 51.6   

Comment: The ISM Manufacturing Index is expected to show slight acceleration in economic 
activity compared to last month. Third quarter figures were much weaker than in 1H11, but regional 
Federal Reserve surveys suggest some improvements in October. Rebounds in production and 
new orders may suggest a recovery in demand. However, price pressures have been stronger 
than expected lately and could increase the downside risk to demand expectations. Furthermore, 
manufacturing employment is not expected to improve much after two consecutive months of 
declines. Market Impact: Although most signs point to moderate expansion in the manufacturing 
sector, the ISM report could cause some anxiety among markets if it indicates further 
deterioration in demand conditions.

US: Nonfarm Payroll and Unemployment Rate (October, November 4)
Forecast: 105K, 9.1% Consensus: 100K, 9.1% Previous: 103K, 9.1%   

Comment: Mixed economic reports in October suggest little improvement in the employment 
situation and only modest growth in nonfarm payrolls for the month. Despite upward revisions to 
Q3 data in last month’s report, employers continue to announce planned job cuts. Employment 
data in manufacturing reports have been mixed, suggesting that job growth in the sector will be 
weak. Furthermore, government layoffs are likely to continue. Initial jobless claims have hovered 
near 400K but have not dropped below this level since September. Given these labor market 
trends, we do not expect the unemployment rate to fall. Market Impact: Market expectations for 
employment growth are low, but significantly weak payrolls could turn the tables again toward 
fears of a rising unemployment rate . 

China: PMI for October (November 1st)
Forecast: 51.7 Consensus: - Previous: 51.2   

Comment: Despite recent concerns about the strength of China’s growth momentum as external 
demand weakens, recent activity indicators have been holding up well through September. As an 
example, the latest flash estimate of the private sector PMI for October (Markit) rose to 51.1 after 
being in the contraction zone (sub-50), on strong new order and export order components. We 
expect the official monthly PMI index, which covers a larger sample, to confirm a slight upturn 
from the previous month. Market impact: A lower-than-expected reading could dent sentiment 
about the growth outlook, while a higher-than-expected outturn, combined with recent signs of 
policy easing, would further strengthen the outlook.
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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.


