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In his speech at the HEC-Montreal International Transmission and
Macroeconomic Policies Conference, Fed Governor Frederic Mishkin
discussed the advantages of using monetary policy rules that focus on
core inflation rather than headline inflation, mainly because of the
inherent volatility of this indicator. In our interpretation, if monetary
policy focuses on headline inflation it will not only increase overall price
level volatility but it will induce employment volatility as well. For
example, a tightening of monetary policy in reaction to a temporary
increase in headline inflation would lead to increased volatility in output
and inflation, which is against the Fed’s ultimate goal of stability and
maximum sustainable employment.

In our view, Mishkin presented a solid argument for the use of
monetary policy that focuses on core inflation and he explained the
significance of these inflation indicators on the future of monetary policy
and specifically changes to the Fed funds rate. Current readings on
core inflation published by the Bureau of Labor and Statistics on
October 17th, showed that the consumer price index excluding food
and energy increased by 2.3 percent during the first three quarters of
2007, compared to a 2.6 percent increase during the same quarters of
2006, which is consistent with a deceleration of core inflation (see:
BBVA September Inflation Observatory). The main contributors to this
deceleration are a lower price index for shelter and a significant
reduction in the index for apparel during the first nine months of 2007.

Fed Chairman Ben Bernanke gave a speech at the St. Louis Fed
32nd Economic Policy Conference on monetary policy under
uncertainty. He cautioned that while many market participants believe
that gradual adjustments to the Fed funds rate are the optimal policy
under a scenario of higher uncertainty (this has been, historically, the
most accurate way to describe the Fed’s approach) the possibility of a
drastic cut can not be completely ruled out in light of recent theoretical
developments.

We believe that interest rate cuts could be less effective than they
used to be due to changes in the monetary transmission mechanism.
The ongoing correction in the housing markets and the spillover effects
on the broader economy could lead to a situation in which the Fed
might adjust rates aggressively rather than gradually.

Our expectations are consistent with a scenario in which the Fed
assigns more weight to the downside risks to growth. We maintain our
previous forecasts of inflation and fed funds rates for the fourth quarter
of 2007.

In summary, we maintain our expectations of a FOMC rate cut of
25 bp next week. In addition, another rate cut might occur at the
December meeting. Thus, we maintain our forecast of a total reduction
of 50 bps to 4.25% by year end.
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Index of Leading Indicators
(Annual % change)
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*QOutput gap, inflation and inflation expectations were used as dependent variables. The upper
(lower) range considers a wider (narrower) output gap, higher (lower) inflation and inflation



- g
(]

o] © O O R O OO O OoOOoOOo

1
[aY

o O

# 08 b &
- ( - ) ( - * -4 * * )y -

/. $0 (%, quarterly average) 82.3 81.5 81.4 81.6 82.1 <>
& . $ (Q/Q annualized change) 4.0 -15 1.1 3.4 3.9 <>
$1 »»» (Q/Q change) 2.5 -15 -4.3 3.1 <>
& (index, average) 53.8 50.9 50.8 55.2 53.8 <
- . - (Q/Q annualized change) -1.6 1.8 0.7 2.6 <>
$ (Q/Q annualized change) 2.6 10.4 5.1 1.6 <>
$ / 2 (Q/Q annualized change) 3.6 3.2 2.3 3.5 <>

3 14.% 1 (Q/Q annualized change) 4.0 3.9 3.7 3.9 4.3 A
LI $ (Q/Q annualized change) 1.7 6.2 5.4 0.1 3.7 <>
LI $ 1 (Q/Q annualized change) 2.7 3.9 3.7 1.4 2.8 <>
. (index, average) 104.4 106.8 109.9 106.7 111.9 <>
$ / (% quarterly average) 4.7 45 45 45 4.6 <>

5 - / % (Q/Q annualized change) 1.6 15 15 1.2 0.9 v
6  T7eop, 12-month change, sa) 2.0 2.3 2.5 2.3 <
6  (eop, 12-month change, sa) 2.4 2.3 2.3 1.9 <
64 (eop, 12-month change) 2.1 2.5 2.8 2.7 2.8 <

64 (eop, 12-month change) 2.9 2.6 2.4 2.2 2.1 v

666 2 - 8 1/ (eop, 12-month change) 1.3 2.0 15 1.8 2.0 A
& $ -$ / 5  (eop, annual, %) 2.3 2.2 2.4 2.4 2.2 <>
+ &S 2 (U. Michigan, avg. %) 3.4 3.0 3.0 3.3 3.3 <
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* BBVA USA interpretation for the restrictive stance of monetary policy: A more, V¥ less, < » neutral; a 1 is assignedto A, Oto €4» y-1to V, thus, a
greater (lower) sum implies a greater (lower) probability of a hike.

PCE = personal consumption expenditures deflator; CPl = consumer price index

** Only considers the months of the quarter with available information; *** Excluding defense & aircraft

Fed Funds Rates Forecasts
4Q07 1Q08 2Q08 3Q08 4Q08  1Q09 _

Analysts*
Sep 07
Median 5.00 4.75 4.75 4.75 4.75 4.75 g
High 5.25 5.25 5.50 5.50 5.50 6.00
Low 4.75 4.25 3.75 3.50 3.25 3.25
Oct 07 §
Median 4.50 4.50 4.50 4.50 4.50 4.50
High 4.75 4.75 5.00 5.50 5.50 5.75
Low 3.75 3.75 3.25 3.25 3.25 3.25 7
BBVA 4.25 4.25 4.25 4.25 4.25 4.25 \
* Bloomberg Survey
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Interpretation

some investors may
not have done
sufficient due
diligence with regard
to complex structured
products. Prior to the
recent market

It is premature to
judge the ultimate
effects of our policy
actions on financial
conditions, let alone
on macroeconomic
performance. Our

Tightness in financial
markets remains and

3/ disruptions, many dashboard of financial increases the
buyers and sellers of indicators, however, downside risks on
complex structured points to some economic activity
products appear not encouraging signs,
to have demanded suggesting that
sufficient information financial conditions
from sellers might be normalizing

somewhat.
6 . 3/
$ 7/
/
$0
| have argued that a
measure of core
inflation that is easily
understood and
provides some greater the FOMC often
signal about persistent looks at core
movements in inflation inflation, stripping Fed will pay more
¢ than does headline out the effects of attention the future
inflation itself is energy and food readings on Core
extremely valuable for prices, as a better inflation
the conduct of indicator of future
monetary policy, and price behavior.
that is why the Federal
Reserve pays so
much attention to such
measures.
& -$
2

Notably, we now

appreciate that policy

decisions under

uncertainty must take

into account a range Uncertainty about

of possible scenarios future economic

/ about the state or developments
6§ / structure of the negatively affects the

economy, and those
policy decisions may
look quite different
from those that would
be optimal under
certainty.

implementation of
monetary policy

* Speech at the 32" Annual Economic Policy Conference

*** \/ice Chairman
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BBVA USA estimates from the analysis of economic BBVA USA interpretation from analysis of FOMC
indicators minutes and Fed officials’ speeches
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Implied change: Estimated change from
Next month’s contract the lastest bloomberg survey

* The Fedometer shows likely changes in the Fed funds rate based on analysis of the four following sources: Economic Indicators, Minutes and
Fed Speeches, Fed Funds Futures and a selected group of analysts. The number below the meter reflects the numerical change associated
with each source.



