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Far from a comprehensive solution
This week there were small steps forward to calm down the financial markets. The Irish 2011 budget 
passed the first vote in the Parliament but the final vote will take place in February. This could postpone 
the expected elections in Ireland, increasing the uncertainty in financial markets. In Italy the 2011 Budget 
Law has been approved, but political doubt remains due to the fact that the Italian Prime Minister faces 
a vote of confidence on the 14th of December. If Berlusconi loses, the Italian President may try to seek 
a new majority in the Parliament, but if he fails, there would be a call for early elections. Regarding the 
resolution mechanism, the Eurogroup did not reach an agreement. A proposal to increase the size of the 
bail-out fund has been made in the last few days by the Belgian Finance Minister, but the German Prime 
Minister has rejected it. Also, a proposal to launch a Euro bond was put forward by Junker and Tremonti, 
but again the German government was opposed to the Euro Bond on both economic (fear of higher rates) 
and legal grounds (reform of the European Treaty). Regarding this debate, it seems highly unlikely that 
there will be an agreement that establishes the right incentives and clarifies all the details on the European 
Mechanism by the European Council’s next meeting on December 17th. Clarification is needed on such 
details as: 1) available amounts for financial assistance  and how it will be funded, 2) Clarification of the 
mechanism that activates the bail out/in, 3) Specifying which parameters are susceptible to being modified 
during restructuring and 4) Clarification the transition period.
FED monetary meeting
On the 14th of December, the Fed will hold its open market committee. Although it is quite unlikely 
that there will be changes signalling some modification to the announced QE2 amount, the market 
will be focused on anything in the statement that could suggest any change following the announced 
expansionary fiscal policy measures. We expect the FED to continue with QE2, especially after 
Bernanke suggested a possible increase in the amount of the QE2 a few days ago, and the FED 
should follow with monetary stimulus at least until unemployment is clearly on a downward trend.
Chart 1

Project and Actual Fed Purchases
Chart 2

2 yr Bond Spread vs German Bund
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Fiscal Stimulus in the US
The deal extends tax cuts, tax credits and unemployment benefits increasing fiscal deficit and debt levels.

ECB steps up bond purchases
Last week the ECB bought bonds worth 1.965 billion euros.

Expectations of more tightening in China
Following the shift from a “moderately loose” to a “prudent” monetary stance and the strong  
economic momentum.
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The rise in long-term rates does not change the outlook of capped rates
In recent days there has been a significant rise in yields at the long end of the dollar Govt and Swap 
curves, with something of a knock-on effect on euro rates. Specifically, the 10Y Govt Treasury has 
risen above 25bps (45bps since the start of the month), reaching levels above 3.25% (almost 3.40% 
in the case of the 10Y swap). There are various facets to this movement: i) the main catalyst was the 
announcement of the extensions to exemptions and fiscal aid in the US (in short, further fiscal stimulus); 
ii) this movement is not so much a reaction to expected inflation (stable at around 2.20%), but rather a 
rise in real rates (30bps). The combination of these two factors suggests that there may be a rise in risk 
premiums applied to US Govt issuance, as a result of the medium-term implications of these measures; 
iii) lastly, the aggressiveness of the movement is partially explained by the fact that at the end of the year 
trading volumes drop, which leads to exaggerated movements in underlyings. While spare capacity and 
unemployment rate remain very high, any additional (upside) move in interest rate could be undesirable 
for the Fed and prompt further action if needed.

Sovereign risk remains the centre of attention on credit markets
Credit markets remain focused on sovereign risk. On Thursday the sovereign CDS of peripheral European 
countries widened once again. As a result, the iTraxx SovX widened 10bps to 186bps, fundamentally due 
to Germany’s reluctance to adopt bold European initiatives to cope with the sovereign crisis. Synthetic 
financial indices continued to underperform corporates, especially the iTraxx Financial Subordinate, 
which has widened 40bps so far this week, hitting a high of 320bps on Thursday, as a result of the Bank 
of Ireland’s announcement of a voluntary exchange of LT2 for senior GGBs at 6.75%, expiring in 2013, 
applying haircuts of 45-55%. For its part, the iTraxx Main moved in a narrow range over the course of the 
week, at around 160bps.

Equity continues to follow the footsteps of sovereigns, and is not 
reflecting fundamentals
In December to date the markets have recovered almost all the ground lost in November. The European 
sovereign risk is still the dominant driver in global markets. Nonetheless, the market fundamentals remain 
solid but are not reflected in share prices: world growth in 2011 is increasingly credible; profit forecasts 
have remained stable in the last few months in the US and Europe; the most favoured sectors continue 
to be those that have the most exposure to emerging markets; and valuations remain attractive: S&P 500 
P/E 11e 13x and EuroStoxx 50 9.6x. Valuations in Europe are theoretically attractive, but performance 
will depend on the banks. If sovereign risk is contained in Europe in 2011, there will clearly be value in 
European stock markets. The next moment of truth will be at the summit of heads of state and government 
in Brussels on 16 and 17 December.

Chart 3

US 10Y Govt Rates: Real Rates vs. Inflation Component
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Fiscal Stimulus in the US
The US just extended the expiring Bush tax cuts for all income brackets, as well as the Earned Income 
Tax Credit, the Child Tax Credit, and the American Opportunity Tax Credit. It also avoids tax rate hikes 
on estates and reduces the payroll tax by 2 percentage points for employees. In addition, the deal 
extends the unemployment insurance benefit for another 13 months and will allow businesses to write 
off 100% of their investment in 2011. In total, these measures add up to around $800bn or 5% of GDP. 
Lower tax rates and tax credits have a positive fiscal multiplier effect that will boost GDP growth in 
2011-12. The impact on GDP growth could be around 0.3 to 0.9% for 2011, and 0.2 to 0.6% for 2012. 
However, the agreement doesn’t include spending cuts and thus raises the fiscal deficit and public debt 
levels, dampening long-term economic growth. Therefore, while the agreement may boost short-term 
economic expansion, the net effect over the long-run is likely to be negative. Also, by delaying fiscal 
consolidation, the need for austerity measures would be greater in the future and they would be more 
complicated to implement. 

ECB steps up bond purchases
This week the ECB has intensified its bond purchases, more specifically last week it bought bonds 
worth 1.965 billion euros. This figure represents a clear increase with respect to last week’s 1.348 
bn euro bond purchase, although these numbers don’t include the vast majority of the transactions 
which took place between the 1, 2 and 3 December, since they were still not settled. Last week’s 
rumours regarding ECB purchases of the most vulnerable countries’ bonds had already appeared 
weeks before. What is certain is that since the program started last May, the ECB has assigned 69 bn 
to bond purchases, and more than the 50% of the total amount was used during the first three weeks of 
the program. The bond purchases are far from reaching the amounts acquired at the beginning of the 
program, and the ECB is draining the liquidity it injects through the SMP program. As a result, it does 
not seem as though the ECB is disposed to reaching May’s purchasing levels, despite the fact that 
there are more countries with high yields in this renewed episode of tension than in May. Furthermore, 
at the last ECB meeting Trichet stated that the SMP is a non-standard measure that will be interrupted 
when markets return to normal functioning. 

Expectations of more tightening in China
Rising inflation and strong activity and credit indicators have raised expectations of more aggressive 
monetary tightening in China. Following an announcement by the authorities last week of a shift from 
a “moderately loose” to a “prudent” monetary stance, new data show that growth momentum and 
credit remain strong, sparking speculation of an imminent rate hike (which would be the second, since 
October). M2 growth and new loans for November exceed expectations, with the RMB 7.5 trillion 
annual target ceiling now essentially hit, with one more month of the year to go. Inflation and other 
important activity indicators will be released over the weekend. We expect four rate hikes (100bp in 
total) between now and end-2011, in addition to further hikes in reserve requirements and today POBC 
has announced a hike in the required reserve ratio (RRR) by another 50bp to 19%.

Chart 4

Fiscal Deficit (% of GDP) 
Chart 5

ECB: Sovereign Bond Purchase Program

-12

-10

-8

-6

-4

-2

0

CBO CBO+changes BBVA Research Baseline  
2009 2010 2011 2012

Avg. Weekly 
purchases (rhs)

0
10
20
30
40
50
60
70

W
ee

k 
2

W
ee

k 
4

W
ee

k 
6

W
ee

k 
8

W
ee

k 
10

W
ee

k 
12

W
ee

k 
14

W
ee

k 
16

W
ee

k 
18

W
ee

k 
20

W
ee

k 
22

W
ee

k 
24

W
ee

k 
26

W
ee

k 
28

W
ee

k 
30

0
2
4
6
8
10
12
14
16
18

Per week (rhs) Cumulated (lhs)
May June July Aug Sep Oct Nov Dec

Source: CBO and BBVA Research Source: BBVA Research

Economic Analysis

Financial Scenarios
María Martínez Álvarez
maria.martinez.alvarez@grupobbva.com
+34 91 537 66 83

Asia 
Stephen Schwartz 
stephen.schwartz@bbva.com.hk
+852 2582 3218

US
Hakan Danis
hakan.danis@bbvacompass.com
+1 713 843 5382

Home

Markets

Calendar

Markets Data



REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT 

Weekly Watch
Madrid, 10 December 2010

 PAGE 4 

Calendar: Indicators 
Eurozone: Trade balance (October, December 17th
Forecast: €2.5bn Consensus: €2.5bn Previous: €2.4bn  

Comment: The trade surplus is likely to have widened slightly in October, as exports are expected to 
have maintained the momentum while imports should have grown at a higher rate, in line with signs 
of stronger domestic demand. Our forecasts point to a continuation of the deceleration of both exports 
and imports in Q4 over Q3. Looking forward, we expect the recovery in exports to weaken in coming 
months, but remain resilient helped by the support from the Asian economies, which could partly offset 
the impact of the U.S. slowdown euro. Market Impact: A negative surprise could have a significant 
market impact by raising concerns about the main driver of the recovery, i.e. the external sector.

Eurozone: Flash PMI Composite (December, December 16th)
Forecast: 55.4 points Consensus: 55.5 points Previous: 55.5 points 

Comment: After the upside surprise in the composite PMI index in November we expect a stabilization 
in December. Nevertheless, the average reading for the last quarter will remain below levels printed 
in Q2 (56.6) and Q3 (55.7), in line with our outlook of some slowing down in Q4 but suggesting some 
upside risks on our quarterly GDP forecast of 0.3% q/q for Q4. The expected decline in December 
should be reflected both in services and manufacturing, although the latter is expected to remain 
more resilient. Market Impact: A sharp drop of PMI index could be reflecting an environment where 
strains in financial markets and high uncertainty about the sustainability of public finances start denting 
confidence in the Eurozone as a whole.

US: CPI, core (November, December 15th)
Forecast: 0.2%, 0.1% m/m Consensus: 0.2%, 0.1% m/m Previous: 0.2%, 0.0% m/m

Comment: U.S. consumer prices increased by 0.2% in October, slightly less than expected. The 
increase in headline consumer prices was mostly driven by an increase in energy prices, whereas the 
rise in the gasoline index accounted for almost 90% of the increase in headline prices. In October, the 
increases in food prices slowed down, rising just 0.1% compared to 0.3% in the previous month. In the 
last 12 months, consumer prices have risen 1.2%. Core inflation was flat for the third month in a row 
and dropped to its lowest level on a YoY basis. Core consumer prices increased only by 0.6% over 
the last 12 months in October. We expect deflationary pressures to remain in the short- and mid-term. 
Market impact: Flat consumer prices in November would imply that the current deflationary prices are 
stronger than expected and would increase anxiety about deflation.

US: Industrial Production (November, December 15th)
Forecast: 0.3% m/m Consensus: 0.3% m/m Previous: 0.0% m/m 

Comment: Industrial production was flat in October and disappointed market participants who were 
expecting a 0.3% increase. Industrial production had dropped 0.1% in the previous month. Although 
manufacturing production has been increasing steadily in the last four months by 0.4% on average, 
economic activity in the utilities sector continued to decrease. In the last three days, the utilities 
production index declined by 2.2% on average. Therefore, while the total capacity utilization rate 
remained at 74.8%, capacity utilization rate in utilities declined 2.8pp to 76.6% in October. We expect 
a modest growth in industrial production index in November. Market impact: After two months of weak 
industrial production data, a negative industrial production would increase market volatility.

China: CPI (November, December 11st)
Forecast: 4.8% y/y Consensus: 4.7% y/y Previous: 4.4%y/y

Comment: Consumer price inflation is expected to have accelerated further in November on surging 
food prices. Inflation has become a top concern for the authorities, and government measures to 
stabilize food prices have had some effect, but weekly data show continued increases for food items 
such as sugar, vegetable oil, dairy and meat. Market impact: A higher-than-expected reading could 
increase inflationary expectations, and could significantly exacerbate worries of more aggressive 
monetary tightening measures.  
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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.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets 
Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities. 
In particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii) those with 
expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section 
49(1) of Order 2001 to whom the contents hereof can be legally revealed.

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 and the rest of entities in the BBVA Group which are not members of the New York Stock Exchange or the National Association of Securities Dealers, 
Inc., are 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”.


