BBVA Research

March 4, 2011

Economic Analysis

J. Julian Cubero
juan.cubero@bbva.bancomer.com

Market Analysis

Macro Latam Strategy

Chief Strategist

Octavio Gutiérrez Engelmann
o.gutierrez3@bbva.bancomer.com
+5255 5621 9245

BBVA

Mexico

Weekly Watch

Next week...

... Inflation will continue to fall in February

On Friday Banxico adopted a notably more cautious message with regard to inflation, in view of the
deteriorating balance of risks as a result of recent supply shocks. Although there is no pressure on prices
from the demand side, the Central Bank emphasized that the balance of risks on inflation has deteriorated
as a result of the negative supply shocks in some agricultural products and the chance that the peso
exchange rate will be affected by changes in global fund flows.

Given the uncertainty of the global situation, oil price rises are equally important. Their role has been
intensified by doubts about the resolution of the political crisis in the Middle East and North Africa. Their
possible impact on prices is one of the reasons for the tougher ECB statement, which appears to be set for a
preventive rise in interest rates. In the case of the Mexican economy, our estimates show that the effect of
an temporary increase of 10% in the oil price is consistent with a rise in the INCP consumer price index of
between 0.03% and 0.08%, as both a direct (prices of energy products in the basket) and indirect effect
(price rises in other goods and services affected by cost increases resulting from the oil price). These rises
are very moderate compared with those estimated for economies that import oil and that do not subsidize
prices at times of steep rises. This policy isolates Mexico from the price shock, although it will be affected in
any event by the lower income of our main economic partner. In addition, uncertainty remains on the impact
of commodity food prices. Even so, we expect February inflation to continue to fall to 3.6% from 3.8% in
January.

Pressure on the curve in the two key scenarios could limit greater short-
term gains by the MXN

The scenario of greater global aversion (high commodity prices and potential impact leading to economic
slowdown) is triggered by increased risk premiums and a reduced appetitive for the curve; on the other
hand, the cyclical scenario of recovery (when prospects of monetary actions become relevant) also generate
pressure on bonds. The yield curve and its steepness suggest that as inflation begins its upturn, and
Banxico’s first move becomes apparent, the curve will steepen faster at the short end (“ (“Bear Flattener’). )
The MXN could see gains being limited in the short term as a result of geopolitical risks, the greater
attractiveness of other Latin American currencies that have already begun to increase their monetary rates,
and positioning factors in Chicago.

Chart 1
The effect of a 10% increase in oil prices Chart 2
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Calendar: Indicators

Inflation

Wednesday, March 9

Expected: 0.38% m/m (3.58% yly); Previous: 0.49% m/m (3.78% yly); Consensus (0.37%
m/m)

February inflation figures will be published on Wednesday 9. We forecast an increase of 0.38% m/m, so in
annual terms inflation will have fallen from 3.78% year-on-year in January to 3.58% in February. This figure
will be extremely important, as it will help confirm or dissipate concerns that have arisen due to the freezing
conditions in the north of the country that affected wide areas of agricultural production, with potential effects
on non-core inflation. Despite this, we consider that the increases in these products will continue to be
compensated by reductions in the prices of other agricultural products in other parts of the country, at the
top of its production cycle, as happened in the first half of the month. In addition, core inflation will have to be
carefully monitored for the performance of processed food prices, which have been affected at the start of
the year by major increases in the price of tortillas. We estimate that core inflation will increase by 0.43%
m/m in February, so that in annual terms it will rise to 3.29%, a stable figure with respect to January, when it
stood at 3.27%. Uncertainty in domestic and foreign goods markets has increased, and this has generated
concerns on possible unforeseen increases in inflation. We believe that the shocks will in principle be
temporary in nature and that inflation will close the year under 4%. However, we have to put an upward bias
on our forecast given the risk that these events may last longer and have a greater effect.

Table 1 Chart 3
Forecast inflation for February 2011 Inflation breakdown (% y/y change)
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Markets

The domestic yield cure is under pressure from two scenarios at the same time

First, the scenario of greater global aversion, a product of high oil and commodity prices, with the
implicit risks of a lower rates of economic activity, has triggered higher premiums and lower
appetite for the curve. In other words, the curve is not being capitalized as a safe-haven asset.
The cyclical scenario is also generating pressure on bonds because the prospects of greater
recovery in activity dominate and monetary factors gain weight. This situation maintains
commitment to the yield curve.

The yield curve and its steepness suggest that as inflation begins its upturn, and Banxico’s first
move becomes apparent, the curve will steepen more at the short end (“Bear Flattener”).

Appreciation in the MXN over the week with a slight recovery in appetite for risk, but later
gains in the currency will be limited.

The MXN gained 0.98% over the week, favored by greater appetite for risk in global markets, as
well as a general weakening of the USD (particularly against the EUR, with which the MXN has
shown a high level of correlation over recent weeks), resulting from different monetary policies.
However, we consider that there are three elements that limit short-term gains (in the 11.95 zone)
and that even justify a correction towards the 12.05-12.10 zone: 1) persistent geopolitical conflicts
in the Middle East and North Africa and high oil prices; 2) positioning factors (in accordance with
CME data, despite the weekly fall of USD 700m, the speculative long peso position on March 1
stood at USD 4.01, close to its highest since April 2010); and 3) appetite for carry strategies that
favors other Latin American countries which have already embarked on more restrictive policies
than Mexico's (e.g. Brazil and Chile). We therefore maintain caution in the short term and favor
range strategies.

Chart 6
Chart 5 MXN: Long non-trading positions in Chicago
Mexico and U.S.: 10-year bond rates (%) (CME. USD million)
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IPC: The week ended with a new failed attempt to break
through beyond the 30-day moving average. Since the start of
the year, when the IPC fell below this technical indicator, this
is the fourth time that the market has tried to reverse the trend,
but it has not had the necessary force to end above the level
of short-term technical resistance. The current short-term
range is between 35,600 pts. and 37,200 pts. While
uncertainty regarding commodity prices continues it will be
difficult for the IPC to abandon this negative channel.

Previous Recommendation: If there is no breakthrough of the
30-day moving average, the floor level where the market might
give us the opportunity to enter is delimited by the range
between 36,000 pts (lower part of the channel) and 35,600 pts
(minimum level in November).
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3Y M BOND

MXN: Adjustment during the week that leaves the dollar under
the short-term moving averages and returns it to the USD/MXN
12.00 zone. The oscillating indices showing momentum in the
overselling zone and, given the sideways movement for a
month and a half, we may expect a new upturn from the floor.
This prospect of a rise disappears with a close of under MXN
11.95.

Previous recommendation: The fall to the close of the week
increases the chance of a new return to the MXN 12.00 zone.
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3Y M BOND: (yield): Movement within the range of 5.77% and
6.03% for little more than a month. An upward breakthrough in
the upper part of this channel would put the next target at 6.2%.
There is overbuying in the short-term oscillating indicators, so
we reckon there will be an adjustment in the middle part of the
channel at 5.9%.

Previous recommendation: This maintains the correction
outlook at around 5.5%. To revert, it would need to break
through above 5.9%.
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See important information at the end of the document

10Y M BOND (yield): Upturn from 10-day moving
average. Next resistance at 7.8%, and support at 7.5%
and 7.4%. The limited opening of averages suggests
that the upturn may be maintained.

Previous recommendation: Maintains open position
against the 30-day average, so we reckon there will be
an adjustment around 7.3%.
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Concerns about a fall in
consumption due to the
rise in oil prices and zero
wage growth in the U.S.
generated falls in the
stock markets and
depreciations in Latin
American currencies.
The peso stood out by
registering a marginal
depreciation

Increase in risk aversion
towards the end of the
week with new rises in oil
prices and wage figures
below expectations in the
U.S.

Fall in U.S. rates towards
the end of the week in
search of safe-haven
assets. The rates in
Mexico have registered a
slight fall
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Foreign currencies: dollar exchange rates

(Feb 4, 2011 index = 100)

Chart 5
Stock Market: MSCI indices (Feb 4, 2011
index = 100)
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Risk: 5-year CDS (Feb 4, 2011 index =100)
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Activity, inflation, monetary conditions

Chart 11 Chart 12
BBVA Synthetic Activity Indicator for the Advance Indicator of Activity
Mexican economy (% yly change)
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Chart 13 Chart 14
Inflation Surprise Index Activity Surprise Index
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Chart 16
Balance of Inflationary Risks* and
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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 goal, financial position or risk profile, for these have not been
taken into account in the preparation of this report. Therefore, investors should make their own investment decisions
considering the said circumstances and obtaining such specialized advice as may be necessary. 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.
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The contents of this document are 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 Bancomer, and therefore
no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA Bancomer, 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 or high-yield securities can involve high risk and are not appropriate for every investor.
Indeed, in the case of some investments, the potential losses may exceed the amount of the initial investment; in such
circumstance, 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 characteristics, as well as the rights, liabilities and risks
associated with these securities and their underlying investments. Investors should also be aware that secondary markets for
the said instruments may be limited or may not exist.

BBVA Bancomer, 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 Bancomer BBVA Securities Inc., BBVA Brazil, BBVA Continental, BBVA Banco Frances, BBVA Chile or any affiliate of
the BBVA Group, 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 Bancomer or any of its affiliates’ BBVA Securities Inc., BBVA Brazil, BBVA Continental, BBVA Banco
Frances, BBVA Chile or any affiliate of the BBVA Group’s proprietary trading and investment 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
forwarded; or (iii) quoted, without the prior written consent of BBVA Bancomer. 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 (iv) any other person or entity under Section
49(1) of Order 2001 to whom the contents hereof can be legally revealed.

This document is being distributed for BBVA Bancomer in Singapore by Banco Bilbao Vizcaya Argentaria (BBVA),
Singapore Branch purely as a resource and for general informational purposes only, and is intended for general
circulation. Accordingly, this research document does not take into account the specific investment objectives,
financial situation, or needs of any particular person and is exempted from the same by Regulation 34 of the
Financial Advisers Regulations ("FAR") (as required under Section 27 of the Financial Advisers Act (Cap. 110) of
Singapore ("FAA")).

Please note Banco Bilbao Vizcaya Argentaria (BBVA) is not an Authorised Deposit taking Institution within the
meaning of the Banking Act 1959 nor is it regulated by the Australian Prudential Regulatory Authority (APRA).

The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the results
obtained by BBVA Bancomer BBVA Securities Inc., BBVA Brazil, BBVA Continental, BBVA Banco Frances, BBVA Chile and
by BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business, common
representation or credit related services; nevertheless, they do not receive any remuneration based on revenues from the
mentioned areas or a specific transaction in investment banking, common representation or credit related services.
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The information contained in this document should be taken only a general guide on matters that may be of interest. The
application and impact of the laws may vary substantially depending on specific circumstances. Changes in regulations and
the risks inherent in electronic communication may cause delays, omissions, or inaccuracy in the information contained in this
site. Accordingly, the information contained in the site is supplied on the understanding that the authors and editors do not
hereby intend to supply any form of consulting, legal, accounting or other advice. As such, it should not be considered a
substitute for the direct advice provided by accounting and fiscal advisors or other competent consultants.

All images and texts and texts are the property of BBVA Bancomer and may not be downloaded from the Internet, distributed,
stored, re-used, re-transmitted, modified or used in any way, except as specified in this document, without the express written
consent of BBVA Bancomer. BBVA Bancomer reserves all intellectual property rights to the fullest extent of the law. None of
the information contained herein may be interpreted as a concession by implication, exclusion or any other means, of any
patent or brand of BBVA Bancomer or of any third party. Nothing established herein should be interpreted as a concession of
any license or right under any BBVA Bancomer copyright.

BBVA Bancomer, as web as its executives and employees have adopted the Cédigo de Conducta de Grupo Financiero
BBVA Bancomer, which is available in our internet site www.bancomer.com.

BBVA Bancomer, BBVA and the entities of the BBVA Group, including BBVA Global Markets Research, are subject
to BBVA Group Policy on Conduct in the Securities Markets. In each entity where the Group Conducts Businesses in
the Security Markets, the Policy is supplemented with the Internal Standards of Conduct which, among other
regulations, include 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 / Conduct in the Securities Markets.

BBVA Bancomer is regulated by the Comisién Nacional Bancaria y de Valores.

“Banco Bilbao Vizcaya Argentaria S.A. (CE number AFR194) is regulated by the Hong Kong Monetary Authority
and the Securities and Futures Commission in Hong Kong”

BBVA Bancomer BBVA Brazil, BBVA Continental, BBVA Banco Frances, BBVA Chile as well as other entities in the
BBVA Group that are not members of the FINRA (Financial Industry Regulatory Authority), are not subject to the
rules of disclosure affecting such members.

This material is being distributed into the United States in reliance on an exemption from broker-dealer registration
under Rule 15a-6 of the Rules under the Securities Exchange Act of 1934. Any trades in the securities discussed in
this report must be effected through a U.S. registered broker/dealer as we are not authorized to accept any order to
effect trades in any security discussed in this report within the U.S.
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