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Monetary conditions remain lax 
•  The market continues to move back the expected start of rate hikes 

as well as the extent of the normalization
The analysts’ consensus has also changed its estimate on the start of the restrictive cycle, 
in line with the market, for March 2011.

•  This scenario is bolstered by surprisingly low infl ation in recent 
months
coupled with prospects of slower global growth in a climate of higher risk.

•  A scenario of greater liquidity 
prompts investors to seek out longer duration in Bonos.

Table 1

Fixed-income forecast* 
% Current 2009 3Q10 4Q10 1Q11 2Q11
1M Cetes 4.59 4.51 4.57 4.66 5.05 5.63

3M Cetes 4.64 4.61 4.68 4.83 5.27 5.83

1Y Cetes 4.74 5.07 5.05 5.55 6.02 6.37

1Y-1M slope (bp) 15 56 48 88 97 74

3Y Bono 5.40 6.72 5.52 6.14 6.70 7.01

10Y Bono 6.65 7.97 6.77 7.22 7.74 7.97

20Y Bono 7.24 8.57 7.37 7.83 8.30 8.41

10Y-3Y slope (bp) 125 125 126 108 103 95

65X1 IRS 6.24 7.51 6.26 7.07 7.97 8.25

130X1 IRS 6.99 8.32 7.22 7.87 8.46 8.57

260X1 IRS 7.47 8.87 7.85 8.50 9.01 9.01

3Y Udibono 1.22 1.46 1.82 2.08 2.40 2.53

10Y Udibono 2.68 3.42 2.81 3.11 3.53 3.73
*All data end of period, updated July 16th, 2010
Source: BBVA Research
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Prolonged monetary pause 
•  The fondeo rate implied in the swap curve shows that the market has moved back the expected 

date of rate hikes, as well as the size of those movements.

• Surprisingly low infl ation in recent months, along with expectations of slower global growth in a 
climate of higher risk all contribute to an outlook of prolonged monetary pause.

Short-term view
In recent months, the market has changed its outlook on monetary policy. In early December, the date 
of the previous high, the swap curve priced in a 300bp hike (accrued) in the next two years, while today 
the expected size of the tightening is only 175b. This means the market has delayed the expected start 
of the rate hike cycle to the fi rst quarter of 2011 (compared to the market’s bet since the report we 
released at the start of 3Q10), as well as the size of the increase (to 5.50% now, vs. 7% in the previous 
period). The consensus of analyst forecasts also shows a later expected start to the restrictive cycle, 
similar to what the market is evidencing, for March 2011. Most of the correction (see Table 2) is found 
starting in the second half of April.

Table 2

Ciclo de normalización monetaria descontado en la curva swap
Change (bp) for next: High 07-Dec-09 Pre-Greece 29-Jan-10 Pre-Crisis 1HApr Current
6 months 75 50 25 5.25

12 months 75 50 75 0

18 months 75 100 75 0

24 months 75 75 75 5

Accrued 300 275 250 0

Final fondeo rate (%) 7.50 7.25 7.00 4.50
Source: BBVA Research

This scenario of a prolonged monetary pause is backed up by three elements. The fi rst is the trend in 
infl ation, which eased substantially in the second quarter of the year, closing at 3.69% YoY vs. 4.97% 
to March, and falling below Banco de México’s target range for the quarter (average between 4.5% 
and 5.0%). The decline is attributed to: (i) a swift dilution of tax increases, which were absorbed in the 
fi rst quarter of the year; (ii) a surprising drop in volatile agricultural product prices, which account for 
72% of the infl ationary decline in the quarter; (iii) persistently high output gaps because of the sluggish 
recovery of domestic demand; and (iv) a decline in imported infl ation.

Although infl ation is likely to hover below Banxico’s target for the third quarter as well, it may turn up 
again by the end of the year (estimated close of 5.2%) then fall back into line with the central bank’s 
target range. The rise in late 2010 will be the product of a modest base of comparison in 2009 (freeze 
on public energy prices and abnormal declines in agricultural product prices) and a possible return to 
record highs in the prices of more volatile products.

Money market
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Chart 1

Headline infl ation, current vs. historic
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The second element is the economic recovery. The Mexican economy could grow by between 4.5% 
and 5.0% in 2010. This expansion would be grounded in rising external demand, which would provide 
60% of the growth. But the reactivation of domestic demand, especially private consumption, will 
remain weak because of a limited growth in individual labor income. In the second half of the year, the 
pace of economic growth could slow as projected international economic growth also loses speed.

Chart 2

Economic growth, realized and forecast
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The third and fi nal element supporting expectations of a prolonged monetary pause is the global 
market climate, where risk premiums have risen in the wake of the Eurozone sovereign risk crisis and 
its impact on slower global economic growth (the  US growth estimate dropped to 3% and, for Europe, 
the forecast is 0.7%). This has prompted central banks to keep their rates low for longer periods of 
time –a situation clearly seen in the 3M Euribor and Eurodollar futures curves, where rates on the 
September 2011 contracts are at 1.29% and 1.05%, down from 2.29% and 2.34% at the start of the 
year, respectively.
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Chart 3

3M Euribor curve, futures
Chart 4

3M Eurodollar curve, futures
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Ongoing monetary conditions are lax, as seen in our monetary conditions index (MCI), indicating that 
current conditions remain in an accommodative range.  Although the degree of laxness has diminished 
since February, it remains slightly below the previous maximum easing (early 2004). The movement 
since February is due to the peso’s appreciation in real terms, and adding to this, in the past three 
months, an increase in real rates (6M Cetes) due to lower 12M infl ation as discussed above and, to a 
lesser extent, the rise in sovereign risk as gauged by the 5Y CDS spread).

Chart 5

Monetary conditions index and fondeo rate
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The scenario of a more prolonged monetary pause can be seen in the slope of the Cetes and swap 
curves, where 1Y-1M spreads are less than 8bp and 30bp, respectively. Spreads have not been this 
narrow since June 2009, and they remain 22bp and 60bp lower, respectively, than their average at the 
start of the restrictive cycle (June 2008).
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Chart 6

Monetary curve slopes (1Y-1M)
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These elements justify Banxico’s decision to delay altering its lax monetary policy stance. We now 
expect it to raise rates in April 2011, applying successive 25bp hikes to reach 6% by September of that 
year.

Medium- and long-term view

From a medium and long-term perspective, we see conditions for a selloff at the middle and long end 
of the Cetes and swaps curves. This would occur as the curves price in higher infl ation premiums, and 
it may happen more quickly if rates are normalized sooner. This said, we expect a fl attening toward the 
fi rst quarter of 2011. 

Chart 7

Central bank bias and swap curve (1Y-1M)
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Table 3

Medium- and long-term forecast, monetary market
% Current 2009 3Q10 4Q10 1Q11 2Q11
1M Cetes 4.59 4.51 4.57 4.66 5.05 5.63

3M Cetes 4.64 4.61 4.68 4.83 5.27 5.83

1Y Cetes 4.74 5.07 5.05 5.55 6.02 6.37

1Y-1M slope (bp) 15 56 48 88 97 74
Data at close period. Update 16-07-2010
Source: BBVA Global Markets Research, S.A.



 PAGE 6 

Fixed Income Overview
Mexico D.F., 20 July 2010

No part of this report may be copied, conveyed or distributed into the countries in which distribution is prohibited by law, or furnished to any person or entity in those countries. The failure to comply with 
these restrictions may breach the laws of the relevant jurisdiction.
PLEASE SEE ANALYST CERTIFICATION AND OTHER IMPORTANT DISCLOSURES AT THE END OF THIS REPORT

Debt markets

Additional room for curves to rally 
•  Amid a global search for attractive yields and a selective preference for less vulnerable assets, 

Mexican debt instruments have fared well.

•  Appetite is stronger for longer durations in Bonos, justifi ed by an expected rise in infl ows.

•  Expectations of a prolonged monetary pause fuel appetite at the long end of the bond curve.

Short-term view: 
The rally in the Bonos market in the fi rst quarter of the year was concentrated in lower-term instruments 
(84bp and 68bp in the 3- and 5-year paper, respectively), while in the second quarter the rally was 
stronger at the middle and long end (100bp and 89bp in the 7- and 10-year bonds, respectively). 
Thus, in recent weeks, increased demand for longer durations refl ects prospects of lower infl ation and 
expectations of a more extensive monetary pause (see Monetary market section). This is seen in the 
48bp fl attening of the curve (10Y-3Y spread) over the past six weeks. The swap market also saw a 
stronger rally at the long end (58bp) and a 14bp fl attening in the last 6 week. We think there is still value 
in this segment of the curve, and it is justifi ed by three elements.

Chart 8

10Y-3Y Bonos slope and spread vs. IRA
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1. Relative value
Mexican bonds have been doing well since the start of the year, outperforming other countries (see 
Figure 9). To date, the rally in Mexico in the year to date, measured by the 10Y GBI, has been 17% 
stronger than Brazil’s and 15% greater than Latam’s. This indicates selectivity based on relative 
vulnerability indicators.
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Chart 9

Bonos trend (10Y GBI) on the global market
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2. Greater liquidity
Our valuation of the long end of the curve is justifi ed by greater market liquidity, which has translated 
into an increased appetite for longer durations. Thus, the bid-to-cover ratio in primary auctions has 
been markedly high at the long end of the curve. Furthermore, this heightened liquidity is evident in the 
rising infl ow of foreign and institutional investment (mutual funds and Afores) (see Figure 10) which, 
according to early July fi gures, show that foreign investors had Bono holdings of MXN370bn and 
institutional investors MXN400bn, both showing higher Bono holdings after portfolio reshuffl ing (see 
Figure 11). Naturally, Mexico’s inclusion in the WGBI is one reason for the rally in bond prices, and 
we think there are more fl ows still to come, which should continue to feed appetite in coming weeks.

Chart 10

Bid to cover (Bonos)
Chart 11

Bono holdings among investors
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Chart 12

Weekly change in Bono holdings
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3. Monetary cycle outlook
The fl attening of the bond curve is justifi ed by expectations of a prolonged monetary pause (see details 
in Monetary market section).

In this climate, it is important to analyze the value of Bonos and Udibonos. To this end, we estimated 
the real spread on the former using the estimated 4-year infl ation). Our estimator indicates that at 
currently expected infl ation levels, long-term bonds offer a higher yield in real terms than Udibonos. 
Short- and medium-term Udibonos, however, offer higher yield than bonds, so we recommend opening 
long positions in these terms.

Chart 13

Implied infl ation in the Bono curve
Chart 14

Real spread: Bonos vs. Udibonos
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In the short term, these elements may continue to drive a fl attening trend in bond curves, with strong 
appetite for longer durations. Additionally, indexed instruments show value at short and medium terms.
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Medium-term view
We see a curve fl attening toward year-end based on a scenario of rising infl ows toward longer-term 
fi xed-income assets, as well as our expectations (discussed above) of a prolonged monetary pause. 
Once the infl ation premium is priced in, we see the curve steepening toward the fi rst quarter of next 
year.

Table 4

Debt markets medium and long-term forecast
% Current 2009 3Q10 4Q10 1Q11 2Q11 
3Y Bond 5.40 6.72 5.52 6.14 6.70 7.01

10Y Bond 6.65 7.97 6.77 7.22 7.74 7.97

20Y Bond 7.24 8.57 7.37 7.83 8.30 8.41

10Y-3Y slope (bp) 125 125 126 108 103 95

65X1 IRS 6.24 7.51 6.26 7.07 7.97 8.25

130X1 IRS 6.99 8.32 7.22 7.87 8.46 8.57

260X1 IRS 7.47 8.87 7.85 8.50 9.01 9.01

3Y Udibono 1.22 1.46 1.82 2.08 2.40 2.53

10Y Udibono 2.68 3.42 2.81 3.11 3.53 3.73
* All data end of period, updated 16-July-2010 
Source: BBVA Research
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applies to the particular case. Other factors include newsfl ows, benefi t timing, M & A´s and market´s appetite in a given sector. Notwithstanding these 
factors can lead to a recommendation contrary to that indicated by the simple fundamental valuation results and its comparison with direct quotations.

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by BBVA Global Markets Research 
an affi liate of Banco Bilbao Vizcaya Argentaria, S.A. (BBVA) and/or BBVA Bancomer, to provide their or its customers with general information as of the 
date of the report and are subject to changes without prior notice. BBVA Bancomer 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. For more information please contact the persons included in the directory of this document.

The determination of a price target does not imply any warranty that it will be attained. For a discussion of the risks associated with the attainment of price 
targets, which depend on intrinsic and extrinsic factors that affect both the performance and trends prevailing in the market on which the recommended 
securities is traded and/or offered, please refer to our recently published documents, which are available via e-mail, contact our analysts or visit our internet 
site www.bancomer.com.

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 specifi c investment goal, fi nancial position or risk profi le, 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 fl uctuate against the interests of investors. investors should 
be aware that they could even face a loss of their investment. 

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 verifi ed 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. 

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, BBVA Securities Inc., BBVA Brazil, BBVA Continental, BBVA Banco Frances, BBVA Chile or any affi liate of the BBVA Group, 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 affi liate of the BBVA Group, its 
salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients that refl ect opinions that 
are contrary to the opinions expressed herein. Furthermore, BBVA Bancomer BBVA Securities Inc., BBVA Brazil, BBVA Continental, BBVA Banco Frances, 
BBVA Chile or any affi liate 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 specifi c investment objectives, fi nancial 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 fi scal 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 specifi c transaction in investment banking, common representation or credit related 
services.

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 specifi c 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 fi scal advisors or other competent consultants.
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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, modifi ed or used in any way, except as specifi ed 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 Código 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 confl icts 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 Comisión 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 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.


