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e |Inflation above 4% but the risk balance shows a downward bias for global activity

The week ended with Banxico's monetary decision to maintain the lending rate at 4.5%, as expected, although there was a
more uncertain tone regarding global activity risk balance which the Central Bank believes also means a downward bias for
the medium-term domestic inflation outlook. This will not avoid short-term upward pressure due to supply problems with
some food products maintaining price growth above 4%, as shall be seen with inflation from the 1st two weeks of July
(Tuesday 24: 4.29% annual). In any case, the central bank's tone will avoid this hitting domestic yield rates if a somewhat
higher result is seen.

In terms of output, the impact already seen on manufacturing due to the current slowdown in the US will be clear in the
IGAE for May (Wednesday 25: -0.5% monthly). In short, domestic support elements and upward surprises recorded in
different output indicators in the first part of the year point to a growth forecast for Mexico of 3.7% in 2012 being more
reasonable given the second half is likely to see less dynamism. As seen in the attached chart, forecast growth in the
second and third quarter of the year in line with recent information is more than enough to hit 3.7% in 2012.

e Foreign capital inflows and global risk balance set the standard for fixed income

assets and the MXN

Overseas appetite for domestic curves continues. This higher demand, in a monetary scenario confirming an expansive
monetary posture for a longer time continues to support the long sections on nominal curves. In turn, the upswing in
inflation in the short-term leaves the door open for short-term Udibonos. The MXN should remain in ranges in the face of
higher cyclical risks and appetite for domestic curves.

Chart 2
Chart 1 Net foreign inflows to Mbond over the week of July 16-19
Mexico, quarterly GDP growth, % (millions of MXN)
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Calendar: Indicators

Economic Activity Index (IGAE) May (July 25)
Forecast: -0.5% m/m, 3.1% yly Consensus: N.A. Previous: 0.3% m/m, 5.3% yly

With figures for industrial output in May already released on July 12, the services sector should also have recorded a slight
contraction in the Month. We estimate the decline to have been around (-)0.3% which contrasts with the 0.7% growth in the
previous month. Nonetheless, this is in line with recent figures for retail sales (-0.2%) and the even bigger fall in the service sector
revenue indicator (-1.2%), making for the biggest decline since October 2010. It should also be stated that industrial output in May
fell (-)0.9% vs. the (-)0.2% expected - mainly a result of the decline in manufacturing of (-)1.4%. The branches mainly linked to
foreigh demand such as transport equipment, furniture manufacturing, non-metal minerals saw slight declines in May compared to
the previous month.

In this way, we expect a slight contraction in the IGAE for May, in line with slightly lower growth in the second quarter compared to
the first and the expected mid-year slowdown. We forecast GDP growth in 2Q12 of around 0.7% (q/q).

Inflation in the first two weeks of July (July 24)
Forecast: 0.24% bi-weekly, 4.29% y/y Consensus: 0.29% bi-weekly Previous: 0.46% m/m, 4.34% yly

Inflation for the first half of July will be released next Tuesday, set to remain around 4.3% yl/y. Inflation came in above 4% thanks
to shock on grain and oil markets, as well as the recent increase in fruit and vegetable prices. Linked to these factors, inflation in
July will be affected by the higher egg prices due to the outbreak of bird flu in Jalisco. Core inflation will continue around 3.5%
thanks to the absence of supply pressures seen in low services inflation levels is enough to contain goods price pressures caused
by high maize prices and lower peso. We maintain that the recent increase in inflation will last a few months and come in below
4% in December.

Trade balance in June (July 29)
Forecast: 338.9 md Consensus: -100 md Previous: 362 md

The trade balance in June is released next week, although we believe it will continue to be near balanced. It is important to see the
performance of manufacturing exports and imports of intermediate goods in the country - both indicators being closely linked to US
output. This year's average nominal monthly growth rates are 1.27% and 0.6% respectively which, although positive, do show high
volatility in the year to date. The trade balance will again remain near balanced at the end of the year, although it will be the first to
be affected if a new global recession hits.

Chart 4
Chart 3 Egg prices in the CPI and wholesale markets
IGAE, SA (2003=100) (% change yly)
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Markets

There is still a margin for long positions in the long part of the curve

Economic risks will not dissipate in coming months and the current rate of the economy, despite the slowdown, will not see
a quick marked change. Since we do not expect Banxico to cut the rate this year, we believe the short section of the curve
will not offer relative value. Nevertheless, as we stated in our note "Surfing on the MX rocketed curves”, the current
risk/profit analysis suggests holding long positions in the 3Y zone since, in the short-term, the appetite for the short section
of the curve will not reduce. In addition, it is clear that the low international yields are here to stay. If we also consider the
curve being fairly flat in the medium section, it offers negative carry for domestic investors in the short part and includes
minimal or zero risk premiums once monetary policy expectations are taken into account (not the mention the domestic
constructive scenario, expected economic reforms and persistent foreign capital inflows). It is more than likely that
domestic curves remain anchored and foreign inflows maintain their dynamism. All this means that the long part of the
curve will continue to dominate due to the convex effect at these levels and the risk premiums will continue low due to the
domestic constructive outlook.

Based on this, we recommended a strategy of extremes (butterfly) with a neutral effect and duration: go long in the
extremes (3Y and 30Y) and short in the medium. It avoids the lack of curvature in the medium section of the curve and
provides protection against any steep climb due to an unexpected rate cut. It also takes advantage of the domestic
constructive vision and the convex effect in the long section. We expect the gap between the 10Y and 30Y to close at 80-
85bp and that the section between the 3Y and 10Y climbs around 100bp in the next 6 months. In this way, the butterfly
would go from -0.72pp currently to 0.0-0.1pp. In turn, we maintain our long position open in the 3Y Udibono. Since May,
the rally here has been over 117bp although we believe it will maintain its safe-haven asset quality since we expect
inflation to increase above expectations at the end of the year. Our real target rate is zero.

Insignificant impact on the USDMXN - set to remain in ranges

Banxico restated that, if financial market uncertainty fell back, the MXN will continue to fluctuate in line with fundamentals,
as seen in recent weeks. The outlook of a stronger MXN has been the basic forecast for most analysts for some time,
including ourselves. Despite the fact that we maintain this positive outlook, we believe the USDMXN rate will remain in
ranges for the time being and respond to technical levels since the determining factors in coming months will remain
mixed. On the one hand, foreign capital inflows and quantitative easing expectations will likely continue to support most
risk assets. On the other, pessimistic news on the EMU, high concern over the cycle and key political events in the US will
add more volatility to global markets. If Banxico adopts a looser stance, the low differential between interest rates will
weigh the currency down. Since this seem impossible right now, we do not believe the MXN will react to monetary policy
expectations in the short-term.

Chart 5

Net foreign inflows to Mbond over the week of July 16-19 Chart 6

(millions of MXN) Share Indices: changes (%)
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Technical Analysis
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The week saw a new all-time high for the IPC (41,273pts), maintaining the
short-term upward trend. Despite the break on the market from mid-week, the
10-day rolling average saw no trend change. This technical level, at
40,400pts, is our 1st support reference for the short-term. A downward break
through this level would mean a return to the 39,500pts zone where of the 30
day rolling average sits. In turn, the upward move marks resistance levels at
42,000 and then 43,000pts. Due to the over-buying we may see at this 2nd
resistance, we believe an appropriate level for profit-taking sits at 42,000pts.

Previous Rec. (16/7/12). With the weekly close at a new all-time high above
40,500pts, we can consider targets at 41,000 and 41,500pts

Source: BBVA, Bancomer, Bloomberg
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The dollar had a volatile week, starting with a downward move to a minimum
of MXN13.09 (very near the important MXN13.00 floor) from where it started
an upswing. Now above MXN13.25 (previous floor), it could maintain an
upswing to MXN13.50.

Previous Rec. (July 16, 2012). With the return to levels below MXN13.40, the
door is open for a new return to the MXN13.25 level. We believe it may again
respect this floor.

Source: BBVA, Bancomer, Bloomberg
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3-YEAR M BOND (yield): It again attempted a bounce over the week but was
unable to hit above 10- and 30-day rolling averages while, on the contrary,
breaking the previous minimum. Next floor up to 4.55%.

Previous Rec. (16/7/12). We believe it has marked a good floor at 4.65%.

Source: BBVA, Bancomer, Bloomberg
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10-YEAR M BOND (yield): Unable to go above the 10-day rolling average,
the bond hit a new all-time low. Next floor at the psychological level of 5%
and, if broken, up to 4.8%.

Previous Rec. (16/7/12). in order to be validated, any upswing attempt has to
place it above the 10-day rolling average (5.3%).

Source: BBVA, Bancomer, Bloomberg
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Markets

Gains on stock markets over the week after the Fed chairman clearly stated before the US Senate

banking committee that, if needed, they were ready to take action. The peso fell toward the end of the
week after the release of lower-than-expected figures for US manufacturing output and house sales.

Chart 7
Stock Markets: MSCI Indices
(June 20, 2012 index=100)

Chart 8
Foreign exchange: dollar exchange rates
(June 20, 2012 index=100)
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the bailout package for the Spanish banking system was delayed, as well as continuing doubts on

markets on how it will work.

Chart 9

Risk: EMBI+ (June 20, 2012 index=100)

Chart 10
Risk: 5-year CDS (June 20, 2012 index=100)

Slight upswing in risk aversion over the week after the signing of a Memorandum of understanding on
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e USrates fall over the week. Rates in Mexico fell, influenced by the performance of Treasury bonds and
foreign investment inflows.
Chart 11 Chart 12
10-year interest rates*, last month Carry-trade Mexico index (%)
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Activity, inflation, monetary conditions

e Output holds positive performance, situation indicators point to 2Q12 with quarterly rates around 0.7%.

Chart 13 Chart 14
BBVA Research Synthetic Activity Indicator for the Advance Indicator of Activity, trend
Mexican economy % change yly)
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e |[nflation ceases downward surprises while output moved up.
Chart 15 Chart 16
Inflation Surprise Index Activity Surprise Index
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Mexico. Standardized index. Rises (falls): positive (negative) surprises.

e Monetary Conditions relax after higher inflation in June.

Chart 18
Chart 17 Balance of Inflationary Risks* and Lending Rate
Monetary Conditions Index (standardized and %; monthly averages)
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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, derivatives, options on 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 securities. Investors should also be aware that secondary
markets for the said instruments may not exist.

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. More specifically, this document is in no way intended for, or to be distributed or used by an entity or
person resident or located in a jurisdiction in which the said distribution, publication, use of or access to the document contravenes the law which
requires BBVA or any of its affiliates to obtain a licence or be registered. Failure to comply with these restrictions may breach the laws of the
relevant jurisdiction.

The remuneration system concerning the analysts responsible for the preparation 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.

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"),
(i) 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.

BBVA Hong Kong Branch (CE number AFR194) is regulated by the Hong Kong Monetary Authority and the Securities and Futures Commission of
Hong Kong.

This document is distributed in Singapore by the BBVA's office in this country for general information purposes and it is generally accessible. In this
respect, this document does not take into account the specific investment goals, the financial situation or the need of any particular person and it is
exempted from Regulation 34 of the Financial Advisors Regulation (“FAR”) (as required in Section 27 of the Financial Advisors Act (Chapter 110)
of Singapore (“FAA”))

BBVA, BBVA Bancomer or BBVA Securities are not authorised deposit institutions in accordance with the definition of the Banking Act 1959 nor
are they regulated by the Australian Prudential Regulatory Authority (APRA)

GENERAL DISCLAIMER FOR THE EVENT THAT THE READERS HAVE ACCESSED TO THE REPORT THROUGH THE INTERNET
Internet Access

In the event that this document has been accessed via the internet or via any other electronic means which allows its contents to be viewed, the
following information should be read carefully:

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. BBVA does not warrant that this report and/or its contents published on the
Internet are appropriate for use in all geographic areas, or that the financial instruments, securities, products or services that can be referenced on
it are available or appropriate for sale or use in all jurisdictions or to all investors or counterparties. Recipients of this report acceding to it through
the Internet are acceding on their own initiative and are responsible for compliance with local regulations applicable to them.

Changes in regulations and the risks inherent in electronic communications 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.

All images and texts are the property of BBVA and may not be downloaded from the Internet, copied, 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. BBVA reserves all intellectual
property rights to the fullest extent of the law.



