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The FOMC decided on October 31 to cut the fed fund rate as well as the
discount rate by 25 bp. Following that decision, members seemed to
have a neutral stance with respect to the economic outlook. As they
expressed in the rate decision, “the upside risks to inflation roughly
balance the downside risks to growth.” This assessment was to some
extent reinforced in the meeting minutes; at that time, it became clear that
many members considered the decision to be a close call.

However, less upbeat fourth quarter key economic indicators released
since October 31, together with the evidence of severe frictions in money
markets and the ongoing adjustment in credit markets has induced a
significant change in the Fed evaluation of short-term risks to economic
growth.

Vice Chairman Donald Kohn and Chairman Ben Bernanke explained the
increased uncertainty regarding the economic outlook for 2008 in their
speeches of last week. They expressed a growing concern about short-
term economic activity and heightened uncertainty regarding the near-
term outlook. In addition, Bernake explained that renewed turbulence in
financial markets “partially reversed the improvement that occurred in
September and October.”

Therefore, we see a heated discussion during the next meeting on
whether to cut the fed fund rate by 25 or 50 bp; as their “risk analysis
approach” tilts towards a rate cut to continue forestalling some of the
adverse effects on the broader economy of the housing sector and the
turmoil in financial markets.

We believe that FOMC members are confident that core inflation is
contained and inflationary expectations are well anchored. Concerns
about inflationary pressures could be the swing factor in the rate decision,
leading the Fed to cut the rate by 25 basis points instead of 50 bp. At the
same time, a cut in the discount rate of 50 bp, reducing the actual spread
with the Fed funds rate from 50 bp to 25 bp, is possible. This action aims
to address concerns regarding a liquidity shortage.

Rate cuts early next year are possible if evidence that the economy is
going towards a sharp slowdown increases. We believe that the Fed's
communication could address the effects that uncertainty has on the rate
decision and, to some extent, keep the door open to further cuts. We
expect a rate cut of 25 bp in the next FOMC meeting.
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*Output 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
expectations
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Capacity utilization (%, quarterly average)
Industrial production (Q/Q annualized change)
Capital goods new orders*** (Q/Q change)
ISM (index, average)

Output per hour (Q/Q annualized change)

Unit labor costs (Q/Q annualized change)
Employment cost index (Q/Q annualized change)
Average Hourly Earnings (Q/Q annualized change)

Real disposable income (Q/Q annualized change)
Real personal spending (Q/Q annualized change)
Consumer confidence (index, average)

Unemployment rate (% quarterly average)
Nonfarm payroll (Q/Q annualized change)

PCE (eop, 12-month change, sa)

Core PCE (eop, 12-month change, sa)

CPI (eop, 12-month change)

Core CPI (eop, 12-month change)

PPI ex food & energy (eop, 12-month change)
Implicit inflation 10-year Note (eop, annual, %)
12m Inflation expectations (U. Michigan, avg. %)
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82.2
4.3
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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*

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

Nov 07
Median 4.50 4.25 4.25 4.25 4.25 4.50
High 4.75 4.75 5.00 5.25 5.50 5.75
Low 4.25 3.75 3.25 3.25 3.25 3.25
BBVA 4.25 4.25 4.25 4.25 4.25 4.25

* Bloomberg Survey
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Ben Bernanke Frederic Mishkin Randall Kozner Donald Khon Kevin Warsh Interoretation
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Committee members | near-term  weakness However, the
took the view that | in the economy increased

tightening credit
conditions--the
product of ongoing
stresses in financial
markets...... were

likely to restrain
economic activity
going

forward.....growth

appeared likely to
slow significantly in
the fourth quarter from
its rapid third-quarter
rate and to remain
sluggish in early 2008.

importantly reflects the
sharp contraction in
the housing market
and the recent strains
in the credit markets.
As | have already
noted, monetary policy
works only with a lag
and hence cannot
offset these near-term
effects

turbulence of
recent weeks partly
reversed some of
the improvement in
market functioning
over the late part of
September and in
October. Should
the elevated
turbulence persist,
it would increase
the possibility of
further tightening in
financial conditions
for households and

Spillover effects
of tightness in
financial markets
could be deeper
and broader than
previously
anticipated

businesses.
*
C /
Inflation was seen as | Although overall
edging down next | inflation is currently Core inflation
year, approaching | above the mandate- appears to be
rates consistent with | consistent rate, contained and
price stability; | reflecting the effects of given a flattening
however, the | energy price of Energy prices
, Committee remained | increases, core in coming
concerned about the | inflation has been quarters headline
possible effects of | well-behaved. inflation should
higher energy costs converge to the
and the lower foreign levels of core
exchange value of the inflation in 2008
dollar...
...might lead to an
o increase in the
public’s long-term
inflation expectations
the potential

In making its policy
decision, the
Committee will have to
judge whether the
outlook for the
economy or the
balance of risks has
shifted materially.

the recent cuts in the
federal funds rate are
intended to help bring
economic activity back
to maximum
sustainable levels
over time, and such
an outcome can be
seen in ....the FOMC
projections.

actions the Federal
Reserve discusses
have the character
of "buying
insurance" or
managing risk--that
is, weighing the
possibility of
especially adverse
outcomes.

Uncertainty about
the economic
outlook increased
significantly since
the last meeting.
The Fed stance
on monetary
policy is act — as
needed —
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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

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.
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