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Li Kechiang's recent visit to Hong Kong gave the city another batch of measures to further
internationalizionalize the use of the RMB. Hong Kong was delighted to see its role reinforced
as the premier financial center for off-shore RMB business.

So far the internationalization of the RMB can be considered a success when looking at the
rapid growth of RMB settlement related deposits, not to talk about the “dim sum” bond market.
This success has to be confronted with the difficulty of the project itself. In fact, whatever
relates to changing the way the international architecture works can be considered a bold
project but the Chinese one is probably bolder. This is because of the uniqueness in the
process of RMB going global. In fact, the internationalization of other international currencies
such as the US Dollar, British Pound and Japanese Yen, evolved from the on-shore market
and not so much on the off-shore one as China. China has had to take an apparently more
difficult venue for a very simple reason: the RMB is not yet a convertible currency. One very
important thing in China’s favor though is that it can count on Hong Kong as a large and
liguid financial center, which has a different currency as legal tender, the USD.

Centering on this uniqueness of RMB internationalization, there is a set of interesting
questions which merit further analysis including: First, Why does China want to
internationalize the RMB now?; second, will it be successful?; and last, what implications
should the rest of the world draw from this forthcoming process of RMB internationalization?.
Thinking about these questions should not only help understand China’s project for RMB
internationalization but also shed light on how to overcome the barriers ahead.

Timing of internationalization the RVB

China’s economic size has been increasing at a rate unheard of in recent economic history.
The most recent steps of that success story have actually coincided with a deep and long
economic crisis in the developed world. Such combination, together with the growing lack of
confidence in the major currencies in the world, points to a great window of opportunity for a
new currency to jump to the global arena. Indeed, the economic influence of China, to a
certain degree, has been significantly strengthened recently as the major advanced
economies were seriously hit and has yet been inflicted by the sweeping global crisis. Against
such a backdrop, the attractiveness of the RMB as an international currency has been
increased. After China readopted a more flexible exchange rate regime in June 2010, the
expectation of RMB appreciation has been shored up, which has further lured strong capital
inflow into China. In view of it, many people argue that China should internationalize its
currency to further complement its growing economic influence.
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However, looking into the arguments above, the guestion of timing still remains. With strong
capital inflows fueled by the expectations of RMB appreciation, China should take measures to
encourage capital outflow rather than inflows but the way in which the project of RMB
internationalization is being carried out does exactly the opposite. In fact, most of the off-shore
use of RMB is concentrated on Chinese imports and not exports (80% versus 20% of total
RMB denominated trade) and on inward FDI instead of outward FDI from China. In other
words, RMB internationalization is actually encouraging more capital inflows than outflows.
Although China’s growth is slowing down, the authorities are still worried about capital inflows
and, possibly, a too rapid exchange rate appreciation.

To my mind there are at least two possible reasons which may explain why the authorities
have begun to promote RMB internationalization. The first one is that the major advanced
economies with international currencies including US, Europe and Japan are as weak as ever
due to the long lasting infliction of the global financial crisis. This situation provides a window
of opportunity for RMB to enhance its position and gain a foothold in Asia.

The second and more important one is that China has an enormous and ever-growing
exposure to foreign currencies, especially for US dollar. China has been registered “twin
surpluses” under current account and capital account since 1998. Through the trade surplus,
FDI and equity inflow, China has accrued a gigantic stock of foreign reserves of more than
USD 3 trillion, equivalent to 50.2% of GDP. Although the gigantic foreign reserves, also the
foreign asset held by China, can act as a safety vault in the event of crisis, too much of a good
thing also poses serious challenges: reserves are costly to hold, and they need to be managed
carefully to avoid losses. In fact, as far as China continues its fast economic growth, RMB will
have a tendency to appreciate relative to the currencies it holds in foreign reserve, which will
inevitably lead to valuation losses.

Other than eliminating the sources of accumulation of reserves (namely surpluses in the
balance of payments), China can reduce such exchange-rate related losses by denominated
part of its net foreign assets in RMB. In other words, China can renminbize (using the word
coined by Cheung, Ma and McCauley) part of its huge amount of foreign assets. The question,
then, is by how much.

Taking Japan as a benchmark (the US would not be a good one since its currency is at a
much higher level of internationalization), it is estimated that about 12% of holding s of
Japanese debt securities are denominated in Yen. In this sense, China still has a long way to
cover since it just begins from scratch.

Will it be successful?

There is no doubt that China has the economic and financial muscles for the RMB to become
an international currency or, at least, an important regional currency in Asia. The key question
is whether the process of RMB internationalization can proceed smoothly as the authorities
desire.

In this regard, the strategy chosen, namely starting with the off-shore market, is very
dependent on appreciation expectations of RMB because of inherently speculative motive of
participants in off-shore centers. In fact, a sudden change in the expectations of RMB
appreciation may bring volatility to this new market. Were the RMB denominated deposits
started to be withdrawn (or converted into another currency), Hong Kong institutions could
face liguidity issues given the still limited development of the RMB money market and the
limited size of the Hong Kong swap line with the PBoC. RMB bond issuance could also slow
down substantially as the demand for such bonds would clearly be less without such
currency appreciation.

It seems, therefore clear, that the onshore RMB market needs to be developed side by side
with the off-shore one. One simple way to do tht would be for non-residents could be allowed
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to borrow in RMB in China’s capital markets. This would be a continuation of the panda bond
program but it could also include IPOs of foreign companies in Shanghai stock market.

Such wider use of the RMB for private purposes should also allow to create more liquid
derivatives markets in RMB, an important pre-condition for the RMB to have an official use in
its internationalization process (i.e, be held in the central bank reserves and pegged to by
other countries). In fact, we could have countries such as Singapore officially announcing the
inclusion of the RMB in the group of currencies to which it pegs the exchange rate peg
(Singapore may be doing this already but announcing that the currency composition of the
peg includes the RMB would indeed be an important signaling device for other countries
looking for strong currencies to peg in the midst of the worst western crisis in decades. A
more futuristic, but still plausible, possibility would be for the Hong Kong Monetary Authority
moving to peg a basket which would include the RMB other than the dollar.

Implications for Europe

Europe should carefully follow the RMB internationalization process for at least two reasons.
First, having an international currency in a country as important as China could bring back the
discussion of whether Asia is close enough to an optimal currency area and, thus, can explore
stronger monetary cooperation and eventually a single currency.

Although familiar to the European reality, such idea seems highly unlikely in Asia. This is not
only because of the very bad press that the European project has had during the past few
years but also because Asia is very far behind from an ideological point of view

Second, and much more relevant, is how RMB internationalization will impact Europe and, in
particular the euro. The first possible outcome, positive for Europe, would be the valuation
gains that Europe could obtain from diversifying its foreign assets away from the USD into
RMB ones. The second one would, however, be much more negative. The same
diversification pattern away from Western currencies (not only USD) should reduce the
demand for euro assets when the Euro area most need such demand.

In sum, it is still early to know how the process of RMB internationalization will end up but it
does look promising. To my mind, the two most urgent issues that the Chinese authorities
need to tackle is how to disentangle the internationalization process with the entry of capital
inflows and how to make the process more generalized and potentially less volatile by
developing the onshore market as well. Finally, Europe should look at the process very
attentively to reap all the benefits while limiting the risk o a lack of interest in the euro.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to
changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to
undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained from
sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or
implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the
use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments
do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should
be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve
high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of
initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking
any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks implied by the
same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited or even not
exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to,
directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities,
provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their
shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before
or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its
clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and
investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may
be (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part
of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its
distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within
article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (i) are
persons falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are
persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the Financial Services and Markets
Act 2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This document is directed only
at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this
document relates is available only to relevant persons and will be engaged in only with relevant persons. The remuneration system concerning the
analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the
fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they do not receive any remuneration based
on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent
and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security Market
Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
number 0182.
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