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OVERVIEW



•



We introduce our global monthly inflation report, which aims to highlight Santander’s views and recommended strategies on the most important inflation-linked markets.



•



We will put the emphasis on the euro, sterling and Latin American curves, with special attention to the U.S. inflation market for the obvious influence it has on the rest of the world.



EUROPE



•



In Spain, the 3Y zero coupon swap rate has been inching up on the back of increased demand for inflation protection stemming from the recent higher-than-expected readings.



•



It is difficult to reconcile the pricing seen in forward inflation with the recent evolution of PMIs and other activity indicators.



•



We favor paying Spanish inflation outright, although spreading against Euro HICP is also an attractive proposition.



LATAM



•



Food inflation is likely to cause more headaches for Latin America’s central bankers: We see room for some further upside in food inflation in the coming months based on still-buoyant global food demand, lagged effects from rising soft commodity prices, and slow adjustments in the processed food industry.



•



The food inflation outlook reinforces our view that virtually no LatAm country will be able to ease rates over the next three to five months – even in those cases where the growth outlook justifies such a move.
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INTRODUCTION We introduce our global monthly inflation report, which aims to highlight Santander’s views and recommended strategies on the most important inflation-linked markets. The report comes at a time when making a policy response to inflation – particularly in core economies – is proving extremely challenging given the tumult in credit markets. In emerging economies, food inflation is proving to be stubbornly high, representing a serious obstacle to the anti-poverty efforts going on in these countries. We launch our first report with a focus on this subject. We will put the emphasis on the euro, sterling and Latin American curves, which represent our core markets, with special attention to the U.S. inflation market for the obvious influence it has on the rest of the world. Although inflationary trends are loosely correlated among economic blocs, U.S. inflation dynamics – and consequently expectations for the Fed’s monetary policy – do have important effec ts that ripple through the rest of the global economy. The inflation market in the UK is well developed and carries a heavier weight in terms of share and duration within its own domestic capital market than most other inflation markets around the globe. In recent years, HM Treasury has found this to be a cheap and efficient source of funding, especially as regulatory changes within the pension industry have triggered significant demand for the so-called linkers. In the Euro zone, inflation-adjusted instruments have been gaining popularity apace. Recurrent sovereign issuers include France, Italy and Greece, while exposure to other inflation indices can be achieved easily through derivatives, mainly swaps. Indexation in Latin America is rife and Chile, for example, has had an active inflation-linked market since the 80s. In fact, the Central Bank policy rate in Chile was denominated in real terms until not too long ago; this gives an idea of how familiar some regional economies are with inflation indexation. It is worth going over the characteristics of each market briefly. Broadly speaking, G3 markets follow the so-called Canadian model of indexation, which essentially means that the inflation adjustment has a three-month lag. Most Latin American markets have been structured in a similar fashion to the Chilean model, which implies the use of a unit of account to translate all realdenominated flows into cash flows. Although both models are in essence exactly the same – principal and coupon payments are adjusted by an inflation index, so the effective nominal return is known only ex-post – market standards are quite different. The indexation lag in Latin America is typically shorter and the use of a unit of account that captures accumulated inflation is very common. In addition, the differences in the weighting structure and seasonal patterns among countries are important, and that creates both challenges and opportunities to set up cross-country/region trading strategies. In this first issue we will go over briefly the seasonality, index composition, and indexation process for each market, as well as the main guidelines for our in-house inflation forecast modeling. CPI inflation 7%
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COUNTRY VIEWS GLOBAL MARKETS U.S.



•



Although we expect food inflation to remain high, the transmission mechanism of monetary policy remains severely repressed, which essentially reduces inflationary pressures derived from the credit extension process. We believe fears of inflation derived from the normal credit cycle dynamics are pretty low and should help mitigate the rise in commodity prices.



•



While growth deceleration still needs to translate into lower core inflation numbers, we believe that economic activity continues to be the main determinant of inflation in the long run.



•



Consequently, we expect inflation to remain elevated in the short term, especially as the price of agricultural products continues to escalate. But other traditional demand-side sources of inflation seem completely contained. In that context we see little value left in front-end TIPS.



EURO ZONE



•



Inflation continues to surprise to the upside, with March’s preview number coming out at 3.5% y/y, higher than the 3.1% expected.



•



We believe that this time around the lag between EUR strength and sub-par growth and lower inflation could be somewhat longer owing to the seeming resilience of the German economy and the relentless escalation of oil prices.



•



Although 5Y/5Y breakevens in the Euro area remain relatively stable, the ECB feels challenged by the ongoing wage negotiations in Germany.



•



We believe that paying inflation in Spain makes sense, as forward inflation trades too high and is difficult to reconcile with the growth outlook.



UK



•



As opposed to inflation in the Euro area, the UK is not benefiting from currency strength. The effective exchange rate has depreciated by 13% since its highs of early 2007.



•



However, similar to the U.S. economy, downside risks to growth outweigh upside risks to inflation in the medium term. The MPC validated this market view by cutting its base rate by 25 basis points to 5%.



•



The IL curve has moved upward in the past months, with some marginal bear flattening. Negative seasonal carry and negative activity data should continue to weigh on the inflation curve in the short term. We remain bearish on breakevens, although downside potential should be limited owing to contained issuance, relative to nominals, and limited supply from PFIs deals.



Strategy



Entered



Spain



Pay 3Y Spanish inflation through 3Y zero coupon swaps.



Entered on April 11, 2008 at 3.20%



Spain vs. EZ



Spread 3Y Spanish inflation against EMU-11 HICP via ZC swaps.



Entered on April 11, 2008 at 105 bps
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LATAM BRAZIL



•



After a string of better-than-expected inflation figures in February and March, the latest readings are back to levels that do not seem compatible with the inflation target. Through March, IPCA is now at 4.7% y/y, and our economics team believes it could climb to 4.9% late in the third quarter before returning to 4.7% by year-end.



•



Considering that the available evidence also suggests that domestic demand continued to gain momentum in the first quarter of the year, the Central Bank is expected to start tightening monetary policy on April 16.



•



Although Brazil may face a combination of demand-related and food-inflation pressures, there is little doubt in our minds that both Bacen and the federal government remain committed to price stability.



•



There still does not seem to be a consensus yet on how much monetary tightening is required to ensure that inflation remains in line with the targets. Our economics team believes 100 bps is enough, but markets are discounting twice as much. However, there is a consensus that Bacen will “do what it takes” to achieve its objectives.



•



With Central Bank credibility not only unscathed, but possibly set to gain muscle as a result of its efforts to thwart inflationary pressures before the target is threatened, we expect inflation breakevens to retreat from their current levels, which are more than 100 bps higher than one year ago and 50 bps above the inflation target for tenors longer than 5 years.



•



We still see more value in the longer-term nominal rates, although in the current environment better entry points will probably appear after the Central Bank begins to tighten.



MEXICO



•



After a brief respite in early 2008, headline CPI moved back above the Central Bank’s 2%-4% target range last month. March inflation came in at 4.25% y/y for headline CPI and 4.34% y/y for core CPI, basically in line with market expectations. We expect headline inflation to continue above this level for a few more months, peaking at 4.5% y/y in June before finding its way toward 3.7% y/y by year-end.



•



The recent CPI bounce has reversed the decline in market inflation expectations, resulting in a re-pricing of monetary expectations: TIIE forwards now imply a more modest 26 bps of rate cuts during the remainder of 2008, down from over 50 bps less than two weeks ago. Meanwhile, a full quarter-point cut isn’t priced in until November now.



•



Apart from the past couple of weeks, inflation-linked Udibonos have tended to underperform year-to-date, with the impressive January rally favoring nominal rates and pushing breakevens down to levels not seen since 1Q07 (see page 28).



•



So Udibonos have become more attractive on a relative basis, especially with y/y inflation levels expected to tick toward a three-year high by June. Exposure to the Udibono curve also offers an opportunity to add some diversification to a local markets portfolio as Mexico’s government focuses on developing the depth of the inflation-linked curve.



•



That said, Udibonos should suffer from negative carry over the next two months due to seasonal factors (our local team forecasts negative m/m CPI readings in April and May), and trading activity on the curve is still thin relative to MBonos.



CHILE



•



March CPI reached 8.5% y/y, lower than the 8.7% consensus, but closer to our local economists’ 8.6% y/y forecast. They believe annual inflation is likely to start converging toward the inflation target range and edge closer to 4% by year-end.



•



The Central Bank is likely to maintain the reference rate at 6.25% in the next few months, while the probability of a 25 bp rate cut by 4Q08 has increased.
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•



Market uncertainty regarding the future trend in inflation has eased a bit with the lower-than-expected print in March, as positive surprises have become more frequent.



•



However, some uncertainty remains with food inflation still high, the local energy sector continuing to face supply-side restrictions, and the international oil market continuing to experience tight supply conditions.



•



We believe that 1Y breakevens on the swap curve (currently 5.16%) look quite high, especially compared to market inflation expectations (4.0% for the next 12 months in the April BCCh survey, down from 4.2%).



•



Given a less worrisome inflation scenario for the coming months, we like 1Y/5Y flatteners on the UF curve, looking for the slope to flatten from the current 61 bps to somewhere around 30-35 bps in the next 3-4 months.



COLOMBIA



•



Inflation surprised to the downside in March with a monthly figure of 0.81% m/m vs. consensus at 1.01% m/m. With this result, annual inflation declined from 6.35% y/y to 5.93%, the lowest level so far in 2008, but still well above the Central Bank’s target range (3.5%-4.5%).



•



Though price risks remain, our local economics team believes that inflation could continue with a downward trend, closing the year at 4.8% y/y.



•



Under this scenario, Banrep could keep rates on hold for most of the year and perhaps implement one or two cuts by 4Q08. In our view, this important change in the inflation trend, if sustained, should help moderate inflation expectations in the coming months.



•



If the inflation story permits, supportive market technicals, stronger -than-expected fiscal revenues, and expected regulations for the over-the-counter market (to be published in the coming months) should help the long end of the nominal TES curve outperform inflation linkers over the next few months.



PERU



•



Inflation surprised on the upside again last month, climbing above 5.5% y/y for the first time in more than five years. High commodity prices and another month of bad weather help explain most of the recent price spike, with food inflation (9.2% y/y) accounting for 80% of the m/m increase seen in March.



•



With CPI now well above the Central Bank’s 1%-3% target zone, the BCRP hiked rates by 25 bps on April 11, moving the reference rate to 5.50%. But it still looks like the Central Bank would like to avoid a sharp rise in the reference rate, preferring instead to fight inflation via other avenues like tightening reserve requirements (which were also increased again last week).



•



With inflation expectations also on the rise, inflation-linked (VAC) bonds have been the year-to-date outperformers, with implied breakevens approaching 4% in Peru’s relatively illiquid inflation-linkers market. There could still be some value here relative to the nominal rate curve, though extremely thin liquidity means that bid-ask spreads are prohibitively wide on the VAC curve (and the government hasn’t issued any inflation-linked bonds since April 2007).



Strategy



Entered



Mexico



Buy Dec. ’17 Udibono



Entered on April 11, 2008, at 3.49%



Chile



1Y/5Y flattener on the UF/Cámara curve



Entered on April 11, 2008, at 61 bps
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EUROPE Pay Spanish HICP through 3Y ZC swaps •



The 3Y zero coupon swap rate has been inching up on the back of increased demand for inflation protection stemming from the recent higher-than-expected readings.



•



It is difficult to reconcile the pricing seen in forward inflation with the recent evolution of PMIs and other activity indicators.



•



We favor paying Spanish inflation outright, although spreading against Euro HICP is also an attractive proposition.



At 4.6% y/y, Spanish HICP inflation has reached multiyear highs and demand for inflation protection has increased, especially from pension funds and medium-sized companies. This has pressured the front end of the swap curve. The 3Y zero coupon rate has been creeping up in the last 12 months, with the mid currently hovering around 3.4%.
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The main reason for the spike in annualized inflation was 4Q07 inflation, which came in at 2.42% against a six-year average of 1.37%. The November figure was especially bad, coming in 2.3 times the six-year average and adding an extra 0.4 p.p. to the 12-month trailing number. However, 1Q08 inflation has behaved much better in terms of comparisons against the historical average and has improved the trend. January inflation came in line with its six-year average, while February’s came in slightly lower. March’s 0.9% is 0.1 p.p. above the 0.8% average, but taking into account that the Easter holiday took place in March this year, this is relatively encouraging. All in all, 1Q08 inflation appears to be essentially in line with the historic seasonal pattern.



We could see an improvement in annual inflation as soon as April. Price increases related to tourism services typically make April a positive month in terms of seasonal carry. The April ‘07 inflation number was also higher than the historic average, so this could go in favor of a lower annual reading, despite the relentless increase in the price of oil. Moreover, if March indeed absorbed part of the seasonal impact traditionally registered in April, this could shave off a couple of percentage points from the 12-month trailing number. Spain – 1Y/1Y ZC swap rate vs. PMI services 47
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Looking forward, it is very difficult to reconcile what the curve is pricing in with respect to forward inflation and the market’s outlook for economic activity. Both manufacturing and services PMIs have been declining significantly, while the Bank of Spain recently downgraded its growth forecast for 2008 to 2.4% from 3.1%. In that sense, demand-side dynamics are unlikely to be a source of inflation in the future and should mitigate marginal price increases in food and energy. This notwithstanding, 1Y/1Y forward inflation has been climbing and currently trades above 3.5%.



than Euro HICP inflation and thus it is likely that as the growth cycle decelerates, this spread narrows. Moreover, food and energy weightings within the Spanish CPI are slightly higher than in other EUR-based countries. This exacerbates Spanish inflation in a scenario like the current food and energy inflation shock but should play in its favor when the shock begins to ebb away. Spain vs. Euro zone (2008 weights) 50%
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We believe that the risk/reward profile of receiver Spanish inflation positions is no longer attractive, and we now recommend short inflation positions. We agree with the view that energy and food prices will act as a speed bump for a swift decline in the annual reading, but base effects should start going in favor of payer positions. Moreover, although in the short term growth/inflation prospect dislocations could linger, we find it hard to reconcile the growth outlook with forward inflation built into the curve.
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Although Spanish inflation has been higher than Euro area inflation, the spread between both on a 12-month trailing basis stands at 130 bps, still well short of its six-year high of 175 bps. The volatility of Spanish inflation has been higher
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LATAM Food Inflation Likely to Cause More Headaches for LatAm Central Bankers •



We see room for some further upside in food inflation in the coming months, based on still-buoyant global food demand, lagged effects from rising soft commodity prices, and slow adjustments in the processed food industry.



•



As foodstuffs account for around 30% of overall CPI in Latin America, stubbornly high food inflation represents a threat to headline inflation convergence over the short term.



•



The food inflation outlook reinforces our view that virtually no LatAm country will be able to cut rates over the next three to five months – even in those cases where the growth outlook justifies such a move.



•



However, the inflation story is not uniform across the region, with a number of Central Banks much closer to the end of the monetary policy tightening cycle than others.



•



Regional trends add useful information for predicting local food inflation dynamics in Brazil, Chile, Colombia, and Peru. They seem to be less useful in Mexico, where local weather conditions and market structure appear to change the dynamics.



Inflation in Latin America has been creeping higher since early 2007 after a successful four-year period of steady disinflation and the consolidation of inflation-targeting regimes. Measured by our in-house LatAm consumer price index (which is weighted by GDP), regional inflation reached a high of 8.4% y/y in March, almost double the 4.6% recorded in January 2007. Although low by historical standards, these inflation levels are imposing difficulties for central bankers in the region, considering that inflation targets (or benchmarks) are being surpassed in all major countries – in some cases by unprecedented margins since inflation-targeting frameworks were adopted. Food inflation in Latin America – Selected indicators Food inflation, y/y Total Proc. Non-proc.
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now 0%, food inflation by itself would leave overall CPI running at almost 4.8% y/y. In this context, food prices have been making the lives of LatAm central bankers harder in recent months, introducing a bias to tighten (or at least stop easing) monetary policy just as the risks of deceleration for the global economy appear to be on the rise. Monetary policy is usually ineffective in dealing with supply shocks, but there seem to be signs of contamination to other sectors of the economy in many countries – and LatAm central bankers are continuing to feel pressure to step in and curb the increase in CPI inflation. Our sense here is that the inflection point for food inflation in Latin America as a whole is not just around the corner. In general terms, this means that the overall policy tightening bias should continue to prevail in the region in the near future, in some cases exerting upward pressure on local rates and in other cases constituting a strong reason to expect more limited rate rallies, all in a context of lingering strength in local currencies. Inflation in Latin America – Recent evolution 18%
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This inflation problem boils down to one main factor: food inflation. Food accounts for slightly less than 30% of LatAm CPI but explains 95% of the increase in overall inflation observed in the past 15 months. According to our in-house regional index, food prices in Latin America are now running at 16.1% y/y, more than triple the 5.1% y/y clip recorded by the non-food component, which has also accelerated, but to a much less worrisome degree. Even if non-food inflation were Inflation Linkers Monthly Report, April 14, 2008
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Non-food inflation remains at relatively low levels but is unlikely to come down further over the next few months, given the robustness of domestic demand almost everywhere in the region and the impact of higher international oil prices on the energy component of CPI. With the downside potential for inflation concentrated in food prices, the space for monthly surprises in local markets should remain significant, especially considering the relatively poor trackrecord of market observers in predicting short-term food inflation dynamics (not only in LatAm, but globally). The worst of food inflation may not be behind us



Based on an array of factors, our impression is that food inflation in Latin America has some further ups ide in coming months, although the speed of price increases will likely be slower compared with what we saw over the past six months. From this standpoint at least, the monetary policy decoupling story should continue to dominate LatAm local markets in the near future. Food prices in Latin America appear to be influenced mainly by three types of shocks: soft commodity prices, local weather factors, and domestic demand conditions. And the combined balance of risks probably tilts toward the pessimistic side, in our opinion. Weather conditions across the region this year should be better than those seen in an abnormally adverse 2007, but this would only provide some relief to fresh food items, which account for only 30% of the food index, on average. The remaining 70% depends on processed foodstuffs, and sticky prices in this industry suggest to us that the pass-through process to consumers develops in a gradual fashion, thus heralding a relatively prolonged period of (lagged) price adjustments. In many cases, government intervention prevents consumers from facing abrupt jumps in key food item prices when international prices go up (by introducing subsidies, price caps, or changes in export/import duties), but usually these attempts lead to repressed-inflation problems that end up with consumers eventually taking the hit in several installments. Meanwhile, soft commodities remain expensive vis-à-vis year-ago levels, and except for Chile, consumer spending so far hasn’t shown meaningful signs of fatigue.
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Soaring prices of raw materials and more adverse local conditions for agricultural products (weather, monopolistic practices, etc.) explain the food inflation problem in those low-inflation countries that pursue different types of inflation-targeting regimes, like Brazil, Chile, Colombia, Peru, Mexico and Uruguay. In this group, non-food inflation at 3% y/y is proof of responsible economic policies, but even so foodstuff prices here are currently running at a fast clip of 9.6% y/y. In inflation-targeting countries, the turnaround in LatAm food inflation occurred by 3Q06, roughly 10 months after the last leg of the soft commodity price boom. Since early 2006, agricultural commodity prices have been rising by no less than 15% annually (according to the SPGS index), and today’s index level is around 60% higher than the year-ago number, suggesting that the pass-through process to consumers may accelerate further. Incidentally, food inflation in China, whose macro dynamics are frequently blamed for the global surge in food demand, also took off by mid-2006. It now reaches 23% y/y and has accelerated notably over the past few months (also on weather factors), which in our view adds to the case of a relatively complicated inflation outlook for Latin America in the coming months. Food inflation in LatAm – Selected breakdown 40% 30%
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Hurricanes in Mexico, drought in Chile, an abnormally chilly 2007 winter in the southern cone and El Niño effects on Andean countries have arguably been non-trivial factors behind rising food inflation in Latin America over the recent past. Weather factors are particularly disruptive for fresh foodstuffs (like fruits, vegetables, and meat), as proved by the experience in inflation-targeting countries: Inflation in non-processed food items was around 10%-13% y/y during 2007 in this group, after a tranquil 2006 (below 2%). But weather is not all that matters. Processed food prices in this group accelerated to 9.4% y/y in March from less than 4% in mid-2007, suggesting that a significant part of food inflationary pressures won’t disappear this year even assuming more benign meteorological conditions. At the regional level, discrepancies between processed and non-processed food prices are also noteworthy, providing us a better grasp on the short-term drivers behind food inflation compared to the more permanent or medium-term trends. While non-processed food inflation has reached a sort of plateau around 16%-18% in the past few months, there are virtually no signs of slowdown in processed food inflation (it has accelerated by 72 bps, on average, over the last six months), which as of March reached 15.5%. Do regional trends matter for individual stories?



Looking to test the forecasting power of our in-house food inflation index and the importance of regional/global trends when it comes to assessing local food inflation dynamics, we have regressed annual food inflation in each country against the regional index (with a one-month lead), excluding each country. Results suggest that regional trends add useful information to the local food inflation story in all inflation-targeting countries except Mexico, which we take as a sign that the soft commodity price boom is the main driver of the agflation problem. In Brazil, for instance, local food inflation has been strongly correlated with average LatAm trends. Since 2005, each 10 bp change in y/y food inflation rate in Latin America (excluding Brazil) has coincided with a 13 bp change in Brazil’s y/y food inflation in the following month. Likewise, the vagaries of Chile’s food inflation have also been strongly connected with the region’s, with a higher beta (1.4), though significance tests show slightly weaker results.
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In contrast, Mexico’s food inflation problem seems to be less synchronized with the overall regional trend. Food prices in Mexico have been growing between 5% and 8% annually since late 2005, while elsewhere in the region the acceleration in food inflation was more dramatic (from 4% to 18% over the same period). In Mexico, the weighting of those commodities with the largest price increases (such as rice or wheat) is either relatively low in the country’s CPI index compared with other countries in the region, or the price changes have had a lagged effect on inflation in Mexico. The exception here is corn, but as the swings in tortilla prices are a highly sensitive political issue, the Mexican government has taken strong measures to reduce the pass-through effects of the international corn price increase. Moreover, weather conditions also tend to be a strong driver of food inflation in Mexico, with agricultural prices accounting for more that one-third of total food inflation. Local vs. regional trends in food inflation 15% 12% 9% 6% 3% 0%
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In some cases, domestic demand conditions also play a significant role, especially in high-inflation countries like Argentina and Venezuela, where headline inflation is well north of 20% annually and food prices are running near 40%. Last but not least, the poverty rate in the region has declined by almost 2 percentage points per year since 2002, with the rate dropping to 35% of the total population; this has probably unleashed a more-than-proportional boost to the demand for protein-rich food, with a consequent effect on prices (Brazil provides a good example of this trend).
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The case of Colombia seems to be a middle ground, where regional trends in food inflation seem to have some impact, while local drivers also appear to matter more for monetary policy prospects. Indicating a lower degree of relationship, the three-month lagged elasticity of Colombian food prices to LatAm food inflation is relatively low (around 0.35), partially because in two of the last three periods of food disinflation in Colombia (August-October 2006 and AprilOctober 2007), food inflation was rising in the rest of the region. Although we expect local weather conditions to drive food inflation lower over the next few months, we’re inclined to believe that global trends may act as a speed limit here, especially in the processed food item (which is still above 10% y/y). Overall, there are clear region-wide pressures on food prices due to a number of factors. However, there are different degrees to which regional and global trends affect local food prices, and a tentative explanation for that difference might be the level of economic openness (defined as the ratio of exports and imports during the last 12 months over nominal GDP). In the case of Chile, a very open economy that is highly vulnerable to international prices, local inflation has 10



increased to the highest level among inflation-targeting countries. In contrast, Colombia’s situation is somewhat different, as the local market is of a decent size, while the economy is in a process of opening rapidly to the world stage, with regional trends having some impact, but not to the same degree as in the case of Chile. The exception seems to be Mexico, which despite having a very open economy hasn’t been hit quite as hard by the supply shocks. Going forward the biggest challenges for controlling inflation will likely be for those countries that are very open such as Peru and Chile, while there seems to be more room for maneuver for the regional giants (Brazil and Mexico) and, to a lesser extent, Colombia. In any event, LatAm countries stand at different stages of the monetary policy tightening cycle: Colombia has already seen 375 bps of rate hikes since April 2007, while Brazil’s Central Bank is expected to start hiking rates this week.
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Inflation and economic openness in LatAm Food weight in CPI basket Trade/GDP March 08 CPI (y/y, RHS)
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MARKET CONVENTIONS EUROZONE Inflation-linked securities are typically based on indices that are not seasonally adjusted. Therefore, seasonal factors can strongly affect inflation accruals, particularly in a low inflation environment. For that reason, the calculation of seasonal factors becomes an important first step in the analysis of inflation linkers. These calculations will allow us to forecast to some extent short-term changes in inflation indices and, therefore, can also be used to value some inflation-linked assets. Additionally, different indexation methods are used in inflation-linked assets, depending on the issuer. The reference index in the case of European linkers is the Euro HICP ex-tobacco. This index is composed of 12 items with different weights, as can be seen in the chart below. Specifically, Food (16.4%), Transport (15.4%), Housing (15.4%) and Recreation & Culture (10.5%) represent 57.7% of the index.



We have adjusted an X-12-ARIMA model using the Demetra software developed by Eurostat (publicly available at http://circa.europa.eu/irc/dsis/eurosam/info/data/demetra.htm). Using a log-additive decomposition method and adjusting an (1 1 0) (1 1 0) ARIMA, we obtain a model that passes all diagnostic tests. This model provides us with a set of seasonality factors and forecasts for the next 12 HICP figures that we will use in our linker calculations. Euro HICP ex-tobacco – X-12-ARIMA model forecasts 111
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Moreover, in the case of European linkers, futures contracts on the Euro HICP ex-tobacco are traded and can be used as inflation forecasts. Each contract price is based on 100 minus year-on-year inflation, and relates to inflation as of the end of the month prior the contract expiry. The contracts define the monthly path of the HICP for the next year, which can be compared against our own forecasts for the index, as shown in the chart above.
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European inflation-linked securities always follow the Canadian indexation method. Basically this method imposes a three-month indexation lag that is calculated by linearly interpolating between successive prints. The three-month lag in the index ensures that we always know the two prints we need to interpolate to calculate the appropriate uplift, and thus we are always able to calculate the cash dirty price of the bond from the real dirty price. The main issuers of inflation-linked notes in the Euro zone are Italy and France. In the particular case of France, Agence France Trésor not only issues European inflation-linked bonds but also issues French inflation-linked bonds. The reference case for these linkers is the FR CPI ex-tobacco, and they follow the Canadian model as well. The FR CPI extobacco index covers the same 12 items as the Euro basket, although weights are slightly different. As depicted in the chart below, Transport (18.1%), Food (16.5%) and Housing (14.9%) represent 49.5% of the index.



We have adjusted an X-12-ARIMA model using the Demetra software. Using a log-additive decomposition method and adjusting an (1 1 1) (0 1 1) ARIMA, we obtain a model that passes all diagnostic tests. This model provides us with a set of seasonal factors and forecasts for the next 12 FR CPI figures that we will use in our linkers calculations. FR CPI ex-tobacco – X-12-ARIMA model forecasts 121



X-12-Arima Forecast Confidence Interval



120 119 118 117 116 115 Mar-08



May-08



Jul-08



Sep-08



Nov-08



Jan-09



FR CPI ex-tobacco – Item weights Source: Santander. Restaurants & Hotels, 7.2% Education, 0.5%



Miscellaneous , 10.5%



Food, 16.5% Alcohol, 1.7% Clothing,



Recreation &



FR CPI ex-tobacco – Seasonal factors 0.4%



5.7%



Culture, 10.2% Communicatio ns, 3.6%



Housing, 14.9%



0.2%



Household



0.0%



Equipment,



Transport, Health, 4.3%



18.1%



6.7%



-0.2%



Source: Eurostat.



-0.4% Jan Feb Mar



FR CPI ex-tobacco – Historical evolution



Jul



Aug Sep Oct Nov Dec



Source: Santander.



5% 4%



Apr May Jun



120 Annual change (%) France CPI Ex Tobacco



115 110



3% 105 2%



100



1% Jan-02



95 Jan-04



Jan-06



Jan-08



Sources: Bloomberg and Santander.



Inflation Linkers Monthly Report, April 14, 2008



13



U.S. U.S. inflation-linked assets use the CPI index and follow the Canadian indexation model. The U.S. CPI is based on eight items with different weights, as can be seen in the chart below. Housing (42.7%), Transportation (17.2%) and Food & Beverages (15.0%) represent 74.9% of the index.



We have adjusted an X-12-ARIMA model using the Demetra software. Using a log-additive breakdown method and adjusting an (0 1 1) (0 1 1) ARIMA, we obtain a model that passes all diagnostic tests. This model provides us with a set of seasonality factors and forecasts for the next 12 CPI figures that we will use in our linkers calculations.



U.S. CPI – Item weights U.S. CPI – X-12-ARIMA model forecasts Other Goods



Apparel, 3.7% Education &



Recreation,



Communicatio



5.6%



225



& Services,



220



n, 6.0% Housing



Medical care, 6.3%



15.0%



215



(including utilities),



Food & Beverages,



210



42.7% Transportation



205



, 17.2%



Mar-08



Source: Bureau of Labor Statistics.



Jul-08



Sep-08



Nov-08



Jan-09



U.S. CPI – Seasonal factors



5%



220 Annual change (%) US CPI (RHS)



0.4%



210 200



3%



190



0.2% 0.0%



180



2%



170 1% Jan-02



May-08



Source: Santander.
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UK Inflation-linked assets in the UK use the RPI index. The UK RPI tracks 9 items. Housing (23.8%), Motoring, Fares & Other Travel Costs (15.3%), Food & Catering (15.2%), and Household Goods & Services (13.1%) represent 67.4% of the index.
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UK RPI – Seasonal factors 0.6% 0.4%
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We have adjusted an X-12-ARIMA model using the Demetra software. Using a log-additive decomposition method and adjusting an (1 1 1) (0 1 1) ARIMA, we obtain a model that passes all diagnostic tests. This model provides us with a set of seasonality factors and forecasts for the next 12 RPI figures that we will use in our linkers calculations.
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Although historically UK index-linked Gilts have followed their own indexation method (with an eight-month lag), the UK’s Debt Management Agency decided to join the G3 standards in 3Q05; the 1.25% IL gilt 2055 issued in September 2005 was the first to follow the Canadian indexation method. For the sake of simplicity, we will focus on inflation-linked assets that were issued later than 2005 (i.e., IL Gilts issued under the Canadian method standards).
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BRAZIL Because of its history of hyperinflation, Brazil has a myriad of inflation indices, including both traditional consumer price indices (IPCA, INPC, IPC-FIPE, IPC-S) and hybrid indices that include both retail and wholesale prices (IGP-M, IGPDI, IGP-10). In 1999, the Central Bank of Brazil adopted the IPCA as the reference for the newly introduced inflation targeting monetary regime, giving this index its current status as the most important measure of inflation. Currently, the Treasury only issues inflation linkers indexed to the IPCA – NTN-Bs. In line with this, liquidity in the secondary market for IGP-M-indexed NTN-Cs has declined sharply since issuance was suspended in 2006. IPCA stands for “Augmented Consumer Price Index.” The index measures inflation during the calendar month and is released by the national statistics office (IBGE) around the 10th of the following month. The IBGE also releases the IPCA-15, an index that is identical to the IPCA except that it covers a monthly period ending on the 15th of every month. However, the IPCA-15 is usually used only as a leading indicator for the IPCA. Prices are surveyed in 11 metropolitan areas, considering a sample of goods and services representing the consumption of households earning between 1 and 40 minimum wages (currently between BRL420 and BRL16,800.00 per month). The weights of the largest metropolitan areas are as follows: São Paulo Rio de Janeiro Belo Horizonte Porto Alegre Other



33.1% 13.7% 10.8% 8.9% 33.5%



The composition of the IPCA sample is based on the results of the Household Budget Survey (POF), calculated by the IBGE every 6-7 years. The current weight structure was adopted in July 2006, based on the results of the 2003 POF. Weights of individual items are adjusted marginally every month, based on price changes in the preceding month.
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NTN-Bs are indexed to headline IPCA, which is not seasonally adjusted. Several measures of core inflation are also estimated and published by the Central Bank and private forecasters, but these serve as references only. Currently, the official inflation target stands at 4.5% per year, with a tolerance margin of +/-2 percentage points. Missing the inflation target by more than 2 p.p. requires the governor of the Central Bank to write an open letter to the minister of Finance explaining the steps to be adopted by the Central Bank to correct the situation. The inflation target is set two years in advance by the National Monetary Council, a committee consisting of the minister of Finance, the minister of Planning, and the governor of the Central Bank. Formally, the Central Bank of Brazil is not independent, and its board may be dismissed at any time by the president. The governor and board members are nominated by the president and confirmed by the Senate. Since 1999, the Central Bank has enjoyed de facto autonomy to pursue the inflation target. The Central Bank is also responsible for conducting FX policy and regulating the financial system. Forecasting IPCA and seasonal factors



Rather than attempting to model the headline IPCA index, local analysts typically forecast inflation in Brazil by forecasting key individual items. Short-term forecasts are obtained using a very detailed breakdown of the IPCA index, projected based on other sources of information (such as private price surveys, news, and information on wholesale prices). In the case of longer-term forecasts, however, time-series techniques (such as the ARIMA models often used in the case of developed countries) have not been very successful in Brazil and are generally not used. Typically, analysts break down the headline IPCA into key components and forecast each individually. Inflation Linkers Monthly Report, April 14, 2008
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About 30% of the IPCA consists of the so-called administered prices – items whose price is set in accordance with specific rules (either by contract or through government policy). Changes in the price of these items can be forecasted relatively accurately, albeit in a time-consuming process, on a line-by-line basis. For example, public utility prices will rise every year based on rules that are specific to each company; local governments increase urban transportation fares following familiar patterns, etc. For the remaining 70% of the IPCA, there is no common methodology. A frequently used technique is to forecast other price groups based on assumptions for the exchange rate, commodity prices, and economic activity. For instance, food prices account for a further 20% of the IPCA, and can be forecasted using the same techniques used to analyze the agricultural sector.
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IPCA and NTN-Bs



Alternatively, annual inflation may be modeled based on specific economic contributing factors, as per the table below. Each item is forecasted by the appropriate model, considering the relevant inputs (past inflation, FX variation, domestic demand, commodity prices). In both cases, these forecasts can then be distributed over the year based on seasonal factors of each group. Breakdown of the IPCA (%) IPCA Inertia Expectations FX pass-through Free Prices Administered Prices



2002 12.5 0.9 1.7 5.8 2.3 1.9



2003 9.3 5.9 1.7 -1.1 1.1 1.7



2004 7.6 0.3 0.4 -0.3 4.3 2.9



2005 5.7 0.8 0.3 -2.1 3.4 3.3



2006 3.1 0.5 -0.1 -0.6 1.8 1.6



2007 4.5 0.0 -0.4 -1.1 5.0 1.0



Source: Central Bank of Brazil.



The fluctuation in the contribution of each factor over the last few years highlights the role played by shocks in determining inflation in Brazil, and explains why bottom-up forecasts are generally preferred over top-down models by local analysts. For this reason, it is more appropriate to use specific forecasts for calculations on linkers. The Central Bank also provides data on the consensus monthly inflation forecast through its Focus market expectations survey. As a reference, seasonal factors of the IPCA are shown in the chart below.
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Brazil’s NTN-B inflation-linked bond curve extends out to 40 years, with the May ‘45 currently the longest tenor. These bonds are indexed to IPCA price index, which measures inflation during the calendar month. Indexation to the IPCA occurs with a 15-day lag (that is, each month-end IPCA index is attributed to the 15th of the previous month). To ensure that there is a uniform spot price for NTN-Bs, the IPCA forecast for the month immediately after the last available official IBGE number is published by ANDIMA (it is in fact the average of the forecasts submitted to ANDIMA by the members of its Economics Committee). IPCA – Historical evolution (% y/y) 20% 15% 10% 5% 0% Jan-02
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CHILE The Consumer Price Index (CPI) is the main inflation measure in Chile, which is used by the Central Bank for its inflation targeting regime and is currently calculated by the national statistics bureau, INE. The CPI basket is made up of eight sub-groups with different weights, as shown below.



For the rest of the group we run a linear regression with lags of one month, two months, and twelve months. We forecast the other groups with a similar process, and then multiply those groups by their respective weights in order to calculate the total base index.
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Local inflation modeling



Santander ’s local economic team models CPI by segregating the index by group and then using statistical models to better predict the trends for each separately. Linear regressions are run for each group based on the monthly data using the y/y price variations as a dependent variable. By using y/y price variations from each component group, the model is able to eliminate the need for any seasonality filters. Within each group we isolate the “special items” that we know have a price-setting mechanism that is very particular to each individual item and at times are not driven by the usual market mechanisms. Some of these “special items” have strong seasonality patterns (such as tuition fees), others are regulated (publics transportation fares) or affected by a combination of mechanisms that include both the market and government (electricity bills), while others tend to be more sensitive to international prices (gasoline prices). Our local economists carry out a special survey for these “special items” in order to identify specific short-term trends and magnitudes in price variations. The linear regression models that we run on each group take into account lagged components, given empirical evidence of inertia in inflation itself, as well as in exogenous variables such as the exchange rate, oil prices, and other factors. For example, we would make separate forecasts for “special items” in the “education and recreation” group (which accounts for 11.1% of the total CPI basket) that include high school and college monthly payments (which only increase in March) and tuition fees (which usually increase in December). Inflation Linkers Monthly Report, April 14, 2008



Annual inflation has averaged around 3.4% during the January 1998-February 2008 period, within the 3% +/-1 percentage point inflation target established by the Central Bank since 2007 (the target was 2%-4% during the 20012006 period). However, two parallel shocks affecting the supply side since 2H07 have helped push the y/y CPI well above the established target. A series of events in the last nine months – such as high oil prices, disruptions in the gas supply from Argentina (used to provide electricity) and bad weather (affecting the reservoir levels for both hydroelectric production and crops) – have all contributed to a faster rise in the prices of the food and housing subindexes in the CPI basket. Inflation: Food and housing are adding pressure 20 15
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Using an X-11 methodology we have filtered the trend for the monthly inflation prints and established the seasonality ratios for each month for the period 1996-2006 (as shown in the graph below). During the 1996-2006 period monthly inflation figures tended to be relatively lower than the annual average in January, February, November, and December, and higher in March, April, August, and September.
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THE UF and inflation linkers



Chile’s inflation linkers are denominated in UF (Unidades de Fomento), an artifact of Chile’s hyper-inflation years during the 1980s. Chile was a pioneer in inflation indexation, and the use of the UF transcended the financial industry. The UF is an inflation-indexed unit of accounting widely used in Chile, denominated in Chilean pesos (CLP). The UF is adjusted daily, and the factor of adjustment is the previous month’s change in CPI equally distributed between the tenth day of the current month and ninth of following month. In Chile there are two main securities indexed to the UF: the BCUs, issued by the BCCh, and BTUs , issued by the Treasury.



Methodology: by using the X-11 methodology, the trend on the m/m inflation data was filtered out from the seasonal factors, to then calculate a seasonality ratio (actual data/trend). The resulting monthly seasonality ratios were normalized, and an average for the 1996-2006 period was calculated for each month. Sources: INE, Bloomberg, and Santander.
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MEXICO Inflation in Mexico is measured using the Consumer Price Index (CPI), currently calculated by the Central Bank (although this will probably change shortly and the CPI will be calculated by the national statistics bureau, INEGI). CPI is composed of nine indexes with different weights, as shown in the chart below. These items are aggregated in four large groups: merchandise (37%), services (37.7%), agricultural item (8.1%), and administered items (17.2%). At the same time, the CPI is divided into two main indexes: core (74.8%) and non-core (25.2%). Banxico publishes the CPI every two weeks at 9:00 a.m. local time: around the ninth day of each month it publishes figures for the previous month, while around the 24th it publishes numbers for the first half of the current month.



Forecasting IPCA and seasonal factors



Santander ’s inflation model for Mexico is based on the trend shown by each of the components of the CPI index, and takes into account three main factors: volatility, seasonality, and government pricing decisions (administered prices). For our short-term forecasts, we also monitor agricultural prices quite closely (including the fruits and vegetables subindex as well as meat and eggs). Index
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taking into account gasoline prices in the U.S.



Mexico CPI – Historical evolution Sources: Banxico and Santander. 15.0
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Methodology: by using the X-11 methodology, the trend of the m/m inflation data was filtered out from the seasonal factors, to then calculate a seasonality ratio (actual data/trend). The resulting monthly seasonality ratios were normalized, and an average for the 1996-2006 period was calculated for each month. Sources: INE, Bloomberg, and Santander.
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Udibonos (Bonos denominados en UDIs) are medium- and long-term coupon-bearing inflation linkers issued by the Mexican government. They are denominated in Investment Units (UDIs) and converted into MXN at the UDI rate as of the settlement date (each coupon payment is likewise transformed into MXN at the prevailing UDI/MXN exchange rate). Created in April 1995 to protect investor savings during the aftermath of the Tequila crisis, UDIs are a daily inflation projection based on the current consumer price index and
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published one business day after the biweekly CPI is released. Consequently, they have a 15-day lag to the CPI. As in the case of other inflation-adjusted indices, daily UDI observations are obtained by calculating the geometric average of the reference period inflation. The Central Bank publishes CPI numbers twice a month, usually on the ninth day of the month (corresponding to the second two weeks of the preceding month) and on the 24th (corresponding to the first two weeks of the current month).
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U.S. TIPS – Real yield levels and historical changes Yield (%) Change (bps) Maturity Coupon (%) Issue date Last 6m high* 6m low* 6m avg* 1w chg 1m chg YTD chg Jan-09 3.88 15-Jan-99 -0.85 1.62 -1.37 0.22 -12 -7 -178 Jan-10 4.25 18-Jan-00 -0.43 1.70 -0.92 0.35 -18 32 -132 Apr-11 2.38 28-Apr-06 0.02 1.91 -0.45 0.63 -16 39 -102 Apr-12 2.00 30-Apr-07 0.24 1.94 -0.20 0.77 -14 26 -86 Jul-13 1.88 15-Jul-03 0.49 1.94 0.12 0.97 -13 20 -79 Jul-14 2.00 15-Jul-04 0.71 2.01 0.41 1.15 -6 17 -74 Jul-15 1.88 15-Jul-05 0.86 2.06 0.60 1.29 -6 15 -73 Jan-18 1.63 15-Jan-08 1.16 1.68 0.91 1.27 -4 13 NA Jan-28 1.75 31-Jan-08 1.74 2.02 1.57 1.80 -6 4 NA *Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



1Y chg -279 -248 -216 NA -173 -153 -140 NA NA



TIPS – Breakeven inflation levels and historical changes Breakeven inflation (%) Change (bps) Maturity Last 6m high* 6m low* 6m avg* 1w chg 1m chg YTD chg Jan-09 2.24 2.77 1.60 2.23 -12 16 10 Jan-10 2.14 2.45 1.78 2.12 -3 4 NA Apr-11 1.73 2.23 1.55 1.93 -5 -12 -30 Apr-12 2.02 2.30 1.82 2.10 -5 16 -19 Jul-13 2.03 2.32 1.87 2.06 -6 11 NA Jul-14 1.95 2.32 1.78 2.09 -8 17 -19 Jul-15 2.05 2.36 1.86 2.16 -4 18 -13 Jan-18 2.29 2.56 2.25 2.38 -4 2 NA Jan-28 2.55 2.83 2.38 2.61 -1 -1 NA *Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



TIPS – Yields (%)



1Y chg -62 NA -76 NA NA -51 -41 NA NA



TIPS – Breakevens (%)



2.00 1.50 1.00 0.50 0.00 -0.50 -1.00 -1.50



2.70 2.50 2.30 2.10 1.90 1.70 1.50



14-Apr-08 17-Mar-08 2009 2011 2013 2015 2017 2019 2021 2023 2025 2027



Source: Santander.



14-Apr-08 17-Mar-08



2009 2011 2013 2015 2017 2019 2021 2023 2025 2027



Source: Santander.



Forwards analysis: Real yields, breakevens, and carry (bps) TIPS Jan-09 Jan-10 Apr-11 Apr-12 Jul-13 Jul-14 Jul-15 Jan-18 Jan-28



vs Jan-09 vs Jan-10 vs Jan-11 vs Jan-12 vs Jan-13 vs Feb-14 vs Feb-15 vs Feb-18 vs Aug-28 US CPI



14-Apr-08 RY BE RY -0.85% 2.24% -0.76% -0.43% 2.14% -0.38% 0.02% 1.73% 0.05% 0.24% 2.02% 0.27% 0.49% 2.03% 0.51% 0.71% 1.95% 0.74% 0.86% 2.05% 0.88% 1.16% 2.29% 1.18% 1.74% 2.55% 1.75% 211.34



01-May-08 (bps) BE (bps) RY 9.0 2.12% -11.4 -0.47% 4.9 2.09% -5.0 -0.25% 3.2 1.70% -2.7 0.13% 2.6 2.01% -1.4 0.33% 2.4 2.01% -1.5 0.57% 2.2 1.94% -1.1 0.79% 2.0 2.04% -0.8 0.93% 1.6 2.29% -0.6 1.21% 1.0 2.55% 0.2 1.77% 211.69



01-Jun-08 (bps) BE 38.0 1.79% 18.1 1.96% 11.1 1.63% 8.9 1.97% 7.9 1.97% 7.1 1.91% 6.3 2.02% 5.0 2.27% 3.2 2.55% 212.44 *



(bps) -45.0 -18.3 -9.4 -5.1 -5.4 -4.0 -3.1 -2.2 0.3



01-Jul-08 RY (bps) BE -0.04% 80.9 1.29% -0.09% 34.5 1.79% 0.22% 20.7 1.55% 0.41% 16.4 1.92% 0.63% 14.3 1.92% 0.84% 12.8 1.88% 0.97% 11.3 1.99% 1.25% 8.9 2.25% 1.79% 5.5 2.55% 213.27 *



(bps) -94.5 -34.8 -17.9 -10.2 -10.1 -7.6 -6.0 -4.3 0.2



* Inflation forecasts. Source: Santander.
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UK UK inflation-linked bonds – Real yield levels and historical changes Maturity Nov-17 Nov-22 Nov-27 Nov-37 Nov-47 Nov-55



Coupon (%) 1.25 1.88 1.25 1.13 0.75 1.25



Issue date 08-Feb-06 11-Jul-07 26-Apr-06 21-Feb-07 21-Nov-07 23-Sep-05



Last 1.08 1.11 1.01 0.77 0.67 0.59



Yield (%) 6m high* 6m low* 1.71 0.90 1.52 0.95 1.29 0.84 1.02 0.62 0.94 0.54 0.89 0.47



6m avg* 1.33 1.22 1.04 0.83 0.74 0.69



Change (bps) 1m chg YTD chg 7 -29 10 -10 12 2 9 1 7 -2 5 -6



1w chg -6 -6 -6 -7 -8 -9



1Y chg -76 NA -39 -42 NA -36



*Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



UK inflation-linked bonds – Breakeven inflation levels and historical changes Maturity Nov-17 Nov-22 Nov-27 Nov-37 Nov-47 Nov-55



Breakeven inflation (%) Last 6m high* 6m low* 3.19 3.31 3.07 3.50 3.54 3.23 3.60 3.66 3.41 3.64 3.76 3.48 3.66 3.78 3.51 3.64 3.77 3.49



6m avg* 3.18 3.35 3.51 3.58 3.62 3.60



1w chg -5 -1 0 -1 0 0



Change (bps) 1m chg YTD chg 0 6 5 23 2 13 -4 11 -5 9 -5 9



1Y chg -5 NA 25 32 NA 28



*Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



UK inflation-linked bonds – Yields (%) 1.25



UK inflation-linked bonds – Breakevens (%) 4.00



14-Apr-08 17-Mar-08



3.75



1.00



3.50 14-Apr-08



0.75



3.25



17-Mar-08



3.00 2017 2021 2025 2029 2033 2037 2041 2045 2049 2053



0.50 2017 2021 2025 2029 2033 2037 2041 2045 2049 2053



Source: Santander.



Source: Santander.



Forwards analysis: Real yields, breakevens, and carry (bps) 14-Apr-08 RY BE Nov-17 vs Sep-16 1.08% 3.19% Nov-22 vs Mar-25 1.11% 3.50% Nov-27 vs Dec-27 1.01% 3.60% Nov-37 vs Dec-38 0.77% 3.64% Nov-47 vs Dec-46 0.67% 3.66% Nov-55 vs Dec-55 0.59% 3.64% UK RPI 210.47 * Inflation forecasts. Source: Santander. UK



RY 1.11% 1.13% 1.02% 0.78% 0.68% 0.60%



Inflation Linkers Monthly Report, April 14, 2008



01-May-08 (bps) BE (bps) 2.6 3.15% -3.7 1.7 3.48% -2.2 1.3 3.58% -1.9 0.8 3.63% -1.2 0.6 3.65% -1.0 0.6 3.63% -0.9 211.40



RY 1.14% 1.15% 1.04% 0.79% 0.68% 0.60%



01-Jun-08 (bps) BE 5.6 3.10% 3.6 3.45% 2.8 3.56% 1.7 3.61% 1.1 3.64% 1.2 3.62% 212.74 *



(bps) -8.7 -4.8 -4.3 -2.6 -2.3 -2.2



01-Jul-08 RY (bps) BE 1.16% 7.7 3.06% 1.16% 4.8 3.43% 1.05% 3.8 3.54% 0.79% 2.2 3.60% 0.69% 1.5 3.63% 0.61% 1.6 3.61% 213.9 *



(bps) -12.8 -6.9 -6.3 -3.8 -3.4 -3.3
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EUROPE European inflation-linked bonds – Real yield levels and historical changes Europe Yield (%) Issuer Maturity Coupon (%) Issue date Last 6m high* 6m low* 6m avg* 1w chg BTNS Jul-10 1.25 25-Apr-06 0.98 1.79 0.74 1.35 -15 FRTR Jul-12 3.00 31-Oct-01 1.32 1.93 1.04 1.54 -14 FRTR Jul-15 1.60 23-Nov-04 1.55 2.06 1.32 1.72 -11 DBRI Apr-16 1.50 15-Mar-06 1.59 2.12 1.34 1.77 -11 FRTR Jul-20 2.25 22-Jan-04 1.90 2.21 1.74 1.97 -9 GGB Jul-25 2.90 27-Mar-03 2.55 2.62 2.23 2.41 -1 GGB Jul-30 2.30 16-Apr-07 2.58 2.74 2.31 2.50 -5 FRTR Jul-32 3.15 31-Oct-02 2.18 2.29 2.00 2.15 -8 FRTR Jul-40 1.80 14-Mar-07 2.15 2.27 1.97 2.13 -10 *Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



Change (bps) 1m chg YTD chg 24 -74 26 -56 21 -46 24 -49 12 -27 -2 7 -16 4 3 -5 0 -5



1Y chg -85 -61 -48 -50 -19 21 17 4 4



European inflation-linked bonds – Breakeven inflation levels and historical changes Breakeven inflation (%) Change (bps) Maturity Last 6m high* 6m low* 6m avg* 1w chg 1m chg YTD chg Jul-10 2.60 2.61 1.97 2.32 1 22 25 Jul-12 2.40 2.43 2.03 2.26 -1 12 12 Jul-15 2.32 2.37 2.11 2.26 -1 8 5 Apr-16 2.31 2.34 2.11 2.22 -1 5 9 Jul-20 2.30 2.34 2.16 2.28 -1 5 2 Jul-25 2.28 2.41 2.16 2.28 1 5 -3 Jul-30 2.50 2.56 2.38 2.47 6 -3 4 Jul-32 2.42 2.53 2.34 2.44 1 -3 -2 Jul-40 2.43 2.55 2.36 2.46 2 -4 -3 *Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



European inflation-linked bonds – Yields (%)



1Y chg 29 18 14 20 10 4 15 10 9



European inflation-linked bonds – Breakevens (%)
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Source: Santander.



1.75 2010 2013 2016 2019 2022 2025 2028 2031 2034 2037 2040



Source: Santander.



Forwards analysis: Real yields, breakevens, and carry (bps) EUR Jul-10 vs Apr-10 Jul-12 vs Apr-12 Jul-15 vs Apr-15 Apr-16 vs Jul-16 Jul-20 vs Apr-19 Jul-25 vs Oct-22 Jul-30 vs Sep-37 Jul-32 vs Oct-32 Jul-40 vs Oct-38 Euro HICP Ex Tobacco



14-Apr-08 RY BE 0.98% 2.60% 1.32% 2.40% 1.55% 2.32% 1.59% 2.31% 1.90% 2.30% 2.55% 2.28% 2.58% 2.50% 2.18% 2.42% 2.15% 2.43% 105.83



RY 0.99% 1.34% 1.56% 1.60% 1.91% 2.56% 2.59% 2.18% 2.15%



01-May-08 (bps) BE (bps) 1.7 2.56% -4.6 1.7 2.38% -2.7 1.0 2.31% -1.7 0.9 2.29% -1.4 0.8 2.29% -1.1 0.9 2.27% -0.6 0.6 2.49% -0.7 0.6 2.41% -0.4 0.4 2.43% -0.5 106.04



RY 1.14% 1.43% 1.61% 1.65% 1.95% 2.59% 2.61% 2.21% 2.17%



01-Jun-08 (bps) BE 15.9 2.36% 10.9 2.26% 6.3 2.24% 5.6 2.23% 4.5 2.25% 4.3 2.25% 3.1 2.46% 3.0 2.39% 2.0 2.41% 106.68 *



(bps) -24.3 -13.9 -8.4 -7.1 -5.4 -3.4 -3.2 -2.4 -2.5



01-Jul-08 RY (bps) BE 1.31% 33.1 2.13% 1.53% 21.3 2.14% 1.67% 12.3 2.17% 1.70% 10.9 2.17% 1.99% 8.6 2.20% 2.63% 7.9 2.22% 2.64% 5.8 2.44% 2.23% 5.6 2.37% 2.18% 3.8 2.39% 107.35 *



(bps) -47.7 -26.3 -15.8 -13.4 -10.0 -6.5 -6.0 -4.6 -4.6



* Inflation forecasts. Source: Santander.
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FRANCE French inflation-linked bonds – Real yield levels and historical changes Maturity Jul-09 Jul-11 Jul-11 Jul-13 Jul-13 Jul-17 Jul-19 Jul-29



Coupon (%) 3.00 1.60 3.40 2.50 3.15 1.00 1.85 3.40



Issue date 29-Sep-98 22-Jun-04 20-Jun-02 11-Feb-03 01-Apr-99 20-Sep-05 09-Dec-04 01-Oct-99



Last 1.34 1.41 1.47 1.57 1.62 1.84 1.95 2.28



Yield (%) 6m high* 6m low* 2.12 1.22 2.11 1.05 2.15 1.12 2.08 1.18 2.12 1.25 2.20 1.63 2.32 1.79 2.39 2.12



6m avg* 1.57 1.60 1.66 1.69 1.75 1.94 2.07 2.24



Change (bps) 1m chg YTD chg 11 -41 34 -47 33 -44 30 -40 28 -37 14 -33 10 -34 5 -3



1w chg -10 -21 -22 -16 -19 -13 -16 -8



1Y chg -76 -75 -71 -57 -56 -34 -31 8



*Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



French inflation-linked bonds – Breakeven inflation levels and historical changes Breakeven inflation (%) Change (bps) Maturity Last 6m high* 6m low* 6m avg* 1w chg 1m chg YTD chg Jul-09 2.52 2.55 1.97 2.23 10 25 19 Jul-11 2.24 2.29 2.01 2.15 7 7 0 Jul-11 2.18 2.24 1.93 2.09 8 8 -3 Jul-13 2.18 2.28 2.03 2.16 0 2 -6 Jul-13 2.13 2.23 1.96 2.10 4 4 -9 Jul-17 2.18 2.23 2.00 2.14 2 12 -2 Jul-19 2.07 2.11 1.86 2.01 6 16 0 Jul-29 2.27 2.39 2.23 2.32 1 -6 -6 *Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



French inflation-linked bonds – Yields (%)



1Y chg 48 24 20 14 12 12 9 3



French inflation-linked bonds – Breakevens (%)
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Source: Santander.



Forwards analysis: Real yields, breakevens, and carry (bps) 14-Apr-08 RY BE Jul-09 vs Apr-09 1.34% 2.52% Jul-11 vs Apr-11 1.41% 2.24% Jul-11 vs Apr-11 1.47% 2.18% Jul-13 vs Apr-13 1.57% 2.18% Jul-13 vs Apr-13 1.62% 2.13% Jul-17 vs Oct-16 1.84% 2.18% Jul-19 vs Oct-16 1.95% 2.07% Jul-29 vs Apr-29 2.28% 2.27% France CPI Ex Tobacco 116.42 * Inflation forecasts. Source: Santander. FR



RY 1.33% 1.40% 1.47% 1.57% 1.62% 1.84% 1.95% 2.29%



Inflation Linkers Monthly Report, April 14, 2008



01-May-08 (bps) BE (bps) -0.4 2.48% -3.9 -0.5 2.24% -0.5 -0.3 2.17% -0.7 -0.1 2.17% -0.9 0.2 2.12% -1.2 0.0 2.18% -0.2 0.1 2.07% -0.3 0.2 2.27% -0.1 116.57



RY 1.44% 1.43% 1.51% 1.60% 1.65% 1.85% 1.96% 2.30%



01-Jun-08 (bps) BE 10.3 2.28% 2.8 2.19% 3.6 2.12% 2.4 2.12% 3.2 2.07% 1.4 2.16% 1.4 2.05% 1.5 2.26% 116.98 *



(bps) -24.1 -5.6 -6.4 -5.3 -6.1 -2.1 -2.2 -1.1



01-Jul-08 RY (bps) BE 1.51% 17.3 2.10% 1.45% 4.4 2.15% 1.53% 5.7 2.07% 1.61% 3.9 2.09% 1.67% 5.2 2.03% 1.86% 2.2 2.15% 1.97% 2.3 2.03% 2.31% 2.4 2.26% 117.33 *



(bps) -41.8 -9.4 -10.6 -8.7 -10.0 -3.5 -3.6 -1.7
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ITALY Italian inflation-linked bonds – Real yield levels and historical changes Maturity Sep-10 Sep-12 Sep-14 Sep-17 Sep-23 Sep-35



Coupon (%) 0.95 1.85 2.15 2.10 2.60 2.35



Issue date 31-Jan-05 30-Mar-07 18-Feb-04 28-Jun-06 27-Jun-07 27-Oct-04



Yield (%) 6m high* 6m low* 1.93 1.08 2.07 1.40 2.11 1.59 2.32 1.91 2.49 2.22 2.60 2.28



Last 1.25 1.56 1.75 2.01 2.39 2.44



6m avg* 1.56 1.73 1.83 2.07 2.34 2.45



Change (bps) 1m chg YTD chg 17 -62 16 -46 14 -32 9 -26 6 -6 -13 -8



1w chg -12 -10 -3 -8 -6 -9



1Y chg -68 -47 -36 -21 NA 2



*Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



Italian inflation-linked bonds – Breakeven inflation levels and historical changes Breakeven inflation (%) Last 6m high* 6m low* 2.57 2.60 2.00 2.37 2.43 2.01 2.29 2.37 2.07 2.18 2.32 2.06 2.20 2.40 2.18 2.45 2.56 2.37



Maturity Sep-10 Sep-12 Sep-14 Sep-17 Sep-23 Sep-35



6m avg* 2.32 2.26 2.25 2.21 2.29 2.47



Change (bps) 1m chg YTD chg 14 23 7 9 3 2 -5 -6 -9 -12 -5 -3



1w chg -2 -3 -6 -3 -4 0



1Y chg 29 14 9 0 NA 11



*Based on data since issuance for tenors with less than six months of yield history. Sources: Santander.



Italian inflation-linked bonds – Yields (%)
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Source: Santander.



Forwards analysis: Real yields, breakevens, and carry (bps) 14-Apr-08 RY BE Sep-10 vs Nov-10 1.25% 2.57% Sep-12 vs Apr-12 1.56% 2.37% Sep-14 vs Aug-14 1.75% 2.29% Sep-17 vs Aug-16 2.01% 2.18% Sep-23 vs Aug-21 2.39% 2.20% Sep-35 vs Aug-34 2.44% 2.45% Euro HICP Ex Tobacco 105.83 * Inflation forecasts. Source: Santander. IT



RY 1.27% 1.58% 1.76% 2.02% 2.39% 2.45%



Inflation Linkers Monthly Report, April 14, 2008



01-May-08 (bps) BE (bps) 2.3 2.54% -3.6 1.4 2.34% -2.5 1.4 2.27% -2.0 1.0 2.16% -1.4 0.8 2.19% -1.0 0.5 2.44% -0.5 106.04



RY 1.42% 1.66% 1.83% 2.07% 2.43% 2.47%



01-Jun-08 (bps) BE 17.0 2.36% 9.7 2.24% 7.9 2.19% 5.6 2.11% 4.0 2.16% 2.7 2.42% 106.68 *



(bps) -21.0 -12.8 -9.5 -6.9 -4.7 -2.5



01-Jul-08 RY (bps) BE 1.60% 34.5 2.16% 1.75% 19.2 2.13% 1.90% 15.1 2.11% 2.12% 10.6 2.05% 2.46% 7.6 2.12% 2.49% 5.1 2.40% 107.35 *



(bps) -41.5 -24.3 -17.8 -12.8 -8.6 -4.7
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EZ, US & UK INFLATION SWAPS Inflation swaps – Levels and historical changes 4.0%
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1Y 2.50% 2Y 2.40% 3Y 2.36% 4Y 2.33% 5Y 2.32% 6Y 2.33% 7Y 2.33% 8Y 2.34% 9Y 2.34% 10Y 2.33% 15Y 2.36% 20Y 2.39% 25Y 2.40% 30Y 2.43% Source: Santander.



5Y



7Y



10Y



15Y



Change (bps) WoW MoM 6M 30.3 21.8 35.7 0.7 -1.5 23.6 -1.8 1.4 16.9 -2.9 0.6 10.3 -3.0 0.0 5.9 -2.3 1.0 4.0 -1.9 0.9 3.1 -1.4 -0.6 3.6 -0.3 -0.5 1.9 -1.0 -1.7 -0.4 -0.1 -4.6 -3.8 0.2 -5.5 -4.3 0.0 -7.2 -5.6 0.6 -6.4 -5.7



20Y



30Y



UK



11-Apr-08



1Y 2Y 3Y 4Y 5Y 6Y 7Y 8Y 9Y 10Y 15Y 20Y 25Y 30Y



2.63% 2.84% 2.93% 2.99% 3.04% 3.11% 3.17% 3.22% 3.26% 3.32% 3.50% 3.62% 3.70% 3.71%



1Y



2Y



5Y



Change (bps) WoW MoM 6M 0.4 -37.6 -32.8 -2.7 -19.8 -11.5 -2.8 -10.2 -7.8 -3.1 -4.8 -4.5 -5.1 -3.2 -1.3 -4.0 -3.6 0.2 -2.5 -2.6 1.9 -2.2 -1.6 3.5 -2.3 -1.6 5.0 -2.3 -0.9 8.0 -1.4 0.0 17.4 -1.4 2.3 23.3 0.0 3.0 27.4 -0.8 4.0 29.1
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1Y 2Y 3Y 4Y 5Y 6Y 7Y 8Y 9Y 10Y 15Y 20Y 25Y 30Y



2.33% 2.36% 2.52% 2.57% 2.62% 2.65% 2.64% 2.69% 2.71% 2.75% 2.81% 2.88% 2.85% 2.86%



20Y



30Y



Change (bps) WoW MoM 6M 11.0 10.2 -45.5 12.9 -1.3 -20.6 3.8 2.7 -5.0 2.9 -8.9 -1.6 3.7 -7.7 -0.3 2.5 -12.5 -0.9 1.4 -17.3 -4.5 1.9 -15.9 -2.0 1.1 -12.3 -2.4 3.8 -18.8 -2.6 7.9 -15.9 -7.0 12.9 -2.6 -9.9 8.9 -21.4 -19.2 -1.1 -15.0 -24.4
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MEXICO Mexican inflation-linked bonds (UDIBonos) – Real yield levels and historical changes UDI Tenor 10Y (Dec-17) 20Y (Dec-25) 30Y (Nov-35)



Last 3.49 3.58 3.62



6m high 3.80 3.84 3.88



Level (%) 6m low 3.47 3.53 3.60



6m avg 3.62 3.65 3.66



Change (bps) 1m chg YTD chg 0 -19 0 -15 -4 -6



1w chg -2 -1 -1



1Y chg -1 8 11



Source: Santander.



Mexican inflation-linked bonds (UDIBonos) – Breakeven inflation levels and historical changes Breakeven inflation 10Y 20Y 30Y



Last 3.87 3.86 3.89



6m high 4.37 4.41 4.49



Level (%) 6m low 3.75 3.80 3.83



6m avg 4.04 4.08 4.13



Change (bps) 1m chg YTD chg -4 -46 -6 -47 -6 -54



1w chg 3 2 1



1Y chg -5 -14 -9



Source: Santander.



UDIBonos – 10Y, 20Y, 30Y historical real yields (%)
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Source: Santander.



Forwards analysis: Real yields, breakevens, and carry MUDIs vs. MBonos Dec-10 Dec-12 Dec-13 Dec-14 Dec-17 Dec-25 Nov-35 UDI



vs vs vs vs vs vs vs



Dec-10 Dec-12 Dec-13 Dec-14 Dec-17 Dec-24 Nov-36



11-Apr-08 RY BE 3.36% 3.47% 3.49% 3.50% 3.50% 3.58% 3.60%



4.06% 4.00% 3.98% 3.98% 4.02% 4.00% 4.06%



RY 3.27% 3.39% 3.44% 3.45% 3.47% 3.55% 3.58%



3.9997



01-May-08 (bps) BE -9 -8 -4 -5 -3 -3 -2



4.14% 4.07% 4.02% 4.02% 4.05% 4.02% 4.08%



4.0032*



(bps)



RY



9 7 4 4 3 2 2



3.12% 3.30% 3.37% 3.39% 3.43% 3.52% 3.56%



01-Jun-08 (bps) BE -24 -16 -11 -11 -7 -5 -4



4.29% 4.17% 4.09% 4.10% 4.09% 4.07% 4.12%



3.9961*



(bps)



RY



24 17 11 12 7 7 6



2.97% 3.22% 3.30% 3.33% 3.38% 3.50% 3.54%



01-Jul-08 (bps) BE -39 -25 -18 -17 -11 -8 -6



4.45% 4.27% 4.17% 4.18% 4.14% 4.12% 4.15%



(bps) 39 27 19 20 12 12 10



3.9926*



Source: Santander. *Based on inflation forecasts.
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BRAZIL Brazilian inflation-linked bonds (NTN-Bs) – Yield levels and historical yield changes Yield (%) Maturity Nov-09 Aug-10 Aug-12 Nov-13 May-15 Aug-24 May-45



Coupon (%) 6.00 6.00 6.00 6.00 6.00 6.00 6.00



Issue date 09-Nov-06 05-Jan-06 09-May-07 16-Sep-03 16-Oct-03 16-Oct-03 16-Sep-04



Last 7.99 8.08 8.07 7.89 7.68 7.00 6.74



6m high* 8.19 8.28 8.29 8.05 7.89 7.25 6.97



Change (bps)



6m low* 6.88 6.86 6.78 6.78 6.69 6.36 6.18



6m avg* 7.39 7.53 7.54 7.48 7.40 6.87 6.56



1w chg 5 4 7 9 8 4 2



1m chg 41 25 41 37 28 6 9



YTD chg 59 41 N/A 25 14 5 16



1Y chg 32 62 N/A 67 63 18 8



*Based on data since issuance for tenors with less than 6 months of yield history. Sources: Andima and Santander.



Brazilian inflation-linked bonds (NTN-Bs) – Breakeven inflation levels and historical changes Maturity Nov-09 Aug-10 Aug-12 Nov-13 May-15 Aug-24 May-45



Last 4.84 4.86 4.88 5.06 5.29 5.21 5.47



Breakeven inflation (%) 6m high* 6m low* 5.31 3.95 5.33 4.00 5.12 4.05 5.26 4.12 5.37 4.21 5.45 4.34 5.76 4.52



6m avg* 4.64 4.66 4.67 4.77 4.89 4.93 5.23



Change (bps) 1m chg YTD chg 2 -16 16 -6 12 N/A 19 7 30 15 41 -5 38 -16



1w chg 11 12 9 8 10 9 11



1Y chg 132 117 N/A 124 131 103 114



*Based on data since issuance for tenors with less than 6 months of yield history. Breakevens calculated relative to interpolated points on the DI curve. Sources: Andima and Santander.



NTN-Bs – Aug ‘10, May ‘15, May ‘45 real yields (%)



NTN-Bs – Aug ‘10, May ‘15, May ‘45 breakevens (%)
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Sources: Andima and Santander.



Sources: Andima and Santander.



Forwards analysis: Real yields, breakevens, and carry NTN-Bs vs. NTN-Fs Nov-09 Aug-10 Aug-12 Nov-13 May-17 IPCA



vs vs vs vs vs



Jan-10 Jan-11 Jan-12 Jan-14 Jan-17



11-Apr-08 RY



BE



7.98% 5.33% 8.07% 5.32% 8.05% 5.34% 7.87% 5.55% 7.55% 5.86% 2,771.75



01-May-08 RY 8.15% 8.18% 8.13% 7.96% 7.64%



(bps)



BE



17 5.25% 11 5.30% 8 5.33% 10 5.52% 9 5.83% 2,779.18*



01-Jun-08 (bps)



RY



-8 -2 -1 -3 -3



8.32% 8.30% 8.21% 8.02% 7.68%



(bps)



BE



34 5.13% 23 5.25% 16 5.30% 15 5.48% 13 5.81% 2,789.17*



01-Jul-08 (bps)



RY



-20 -8 -4 -7 -5



8.56% 8.48% 8.30% 8.09% 7.72%



(bps)



BE



58 5.04% 40 5.21% 25 5.30% 22 5.47% 17 5.80% 2,797.29*



(bps) -29 -11 -4 -8 -6



Source: Santander. *Inflation forecasts.
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CHILE Chilean inflation-linked bonds (BCUs) – Yield levels and historical yield changes Yield (%) Maturity Sep-08 Sep-09 Sep-10 Nov-13 Jan-16 May-17



Coupon (%) 5.00 5.00 5.00 5.00 5.00 3.00



Issue date 10-Sep-03 15-Sep-04 14-Sep-05 12-Nov-03 18-Jan-06 16-May-07



Last 0.24 1.11 1.90 2.27 2.63 2.63



6m high 3.45 3.03 3.09 3.15 3.20 3.20



Change (bps)



6m low -0.40 0.91 1.76 2.11 2.51 2.51



6m avg 1.93 2.44 2.69 2.81 2.91 2.92



1w chg 63 20 14 0 -6 -8



1m chg -12 -46 -29 -26 -3 -2



YTD chg -239 -174 -110 -71 -35 -34



1Y chg 23 111 190 227 263 NA



Source: Santander.



Chilean inflation-linked bonds (BCUs) – Breakeven inflation levels and historical changes Maturity Sep-08 Sep-09 Sep-10 Nov-13 Jan-16 May-17



Last 5.89 4.44 4.07 3.83 3.83 3.83



Breakeven inflation (%) 6m high 6m low 6.00 2.48 4.53 2.98 4.16 2.94 3.91 3.14 3.91 3.14 3.90 3.17



6m avg 4.19 3.63 3.51 3.46 3.46 3.48



Change (bps) 1m chg YTD chg 5 246 2 124 2 86 -8 56 -8 56 -6 53



1w chg -2 -9 -2 -4 -4 -4



1Y chg 307 169 121 91 91 NA



Source: Santander.



BCUs – 2Y, 5Y, 10Y historical real yields (%)
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Sources: Bloomberg and Santander.



Forwards analysis: Real yields, breakevens, and carry BCUs vs. BCPs Sep-10 Nov-13 Jan-16 UF



vs vs vs



Aug-10 Jun-14 Jun-15



11-Apr-08 RY BE 1.90% 2.27% 2.63%



4.66% 4.28% 3.91%



RY 1.79% 2.22% 2.58%



19,856.28



01-May-08 (bps) BE -11 -5 -5



4.67% 4.24% 3.86%



19,962.45*



(bps)



RY



1 -4 -5



1.62% 2.15% 2.54%



01-Jun-08 (bps) BE -28 -12 -9



4.85% 4.31% 3.91%



20,061.80*



(bps)



RY



19 3 0



1.45% 2.08% 2.49%



01-Jul-08 (bps) BE -45 -19 -14



5.03% 4.38% 3.96%



(bps) 38 10 5



20,152.77*



Source: Santander. *Based on inflation forward curve.
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ARGENTINA Argentina inflation-linked bonds (CER) – Yield levels and historical yield changes Yield (%) Bond Pro12 Bog18 Disc



Maturity Jan.'16 Feb.'18 Dec.'33



Coupon (%) 2.00 2.00 2.00



Avg life 3.31 5.39 20.97



Last 9.84 9.72 9.03



6m high 12.39 11.30 9.25



Change (bps)



6m low 7.11 7.36 7.74



6m avg 9.37 9.09 8.54



1w chg 10 44 22



1m chg 10 8 -19



YTD chg -101 -3 53



1Y chg 636 496 3010



Source: Santander.



CER bonds – Real yields (%)



CER curve slope – Disc vs. Pro 12s (bps)



12%



300 200



10%



100



8%



0 -100



6% 4%



11-Apr-08



-200



11-Mar-08



-300



2%



-400



0



4



8



12



16



20



Jan-07



Apr-07



Jul-07



Oct-07



Jan-08



Apr-08



X-axis corresponds to modified duration. Source: Santander.



Source: Santander.



CPI inflation – y/y (%)



Spread vs. USD debt – USD Disc - CER Disc (bps)
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Oct-07



Nov-07 Dec-07



Jan-08
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USD Discounts, New York law. Source: Santander.



Forwards analysis: Real yields, breakevens, and carry 11-Apr-08



01-May-08



01-Jun-08



01-Jul-08



RY



BE



RY



(bps)



BE



(bps)



RY



(bps)



BE



(bps)



RY



(bps)



BE



(bps)



Pro 12s



9.84%



7.60%



10.44%



60



6.95%



-66



10.35%



51



7.00%



-60



10.16%



32



7.17%



-43



Bogar 18s



9.72%



8.98%



9.87%



16



8.82%



-17



9.93%



21



8.73%



-25



9.92%



20



8.71%



-28



Source: Santander.



Inflation Linkers Monthly Report, April 14, 2008



31



COLOMBIA Colombian inflation-linked bonds (UVRs) – Yield levels and historical yield changes Yield (%) Maturity Feb-15 Feb-23



Coupon (%) 4.75 7.00



Issue date 17-Jan-07 25-Feb-03



Last 6.45 6.47



6m high* 6.51 6.47



Change (bps)



6m low* 5.46 5.38



6m avg* 5.94 5.86



1w chg -4 2



1m chg 13 25



YTD chg 70 90



1Y chg 127 143



*Based on data since issuance for tenors with less than 6 months of yield history. Source: Santander.



Colombian inflation-linked bonds (UVRs) – Breakeven inflation levels and historical changes Maturity Feb-15 Feb-23



Last 4.56 4.47



Breakeven inflation (%) 6m high* 6m low* 5.20 4.13 5.15 4.08



6m avg* 4.64 4.56



1w chg -8 -4



Change (bps) 1m chg YTD chg -55 10 -48 16



1Y chg -33 2



*Based on data since issuance for tenors with less than 6 months of yield history. Source: Santander.
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Sources: Bloomberg and Santander.



PERU Peruvian inflation-linked bonds (VACs) – Yield levels and historical yield changes Yield (%) Maturity Oct-24 Jan-35



Coupon (%) 6.84 7.39



Issue date 13-Oct-04 31-Jan-05



Last 2.85 2.90



6m high 3.85 3.80



6m low 2.85 2.90



Change (bps) 6m avg 3.47 3.46



1w chg -30 -25



1m chg -55 -50



YTD chg -60 -53



1Y chg -60 -55



Sources: Bloomberg and Santander.



Peruvian inflation-linked bonds (VACs) – Breakeven inflation levels and historical changes Breakeven inflation (%) Maturity Las t 6m high 6m low Oct-24 3.99 3.99 2.39 Jan-35 4.03 4.03 2.63 Sources: Bloomberg and Santander.
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6m avg 3.09 3.26



1w chg 45 40



Change (bps) 1m chg YTD chg 55 106 45 93



1Y chg 132 NA
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