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US Congress takes action to accelerate
Chinese yuan appreciation

The US House of Representatives passed a bill taking aim at “artificially” undervalued currencies by
threatening import tariffs. It is widely viewed as targeted at the Chinese yuan (see Highlights). Most
observers, however, place low chances on probability of full passage, as it needs to be approved by
the Senate, which is unlikely to take up discussion before the mid-term November elections. And
even then, it would need Presidential approval. Nevertheless, the bill ratchets up the political debate
on the yuan, and is a worrying step toward protectionism. Perhaps in response of political pressures,
pace of yuan appreciation has picked up in recent weeks, adding to the momentum of currency
appreciation across the region.

China’s strong PMI outturn boosts sentiment

A host of indicators was released last week, showing that even though growth momentum across
Asia is gradually slowing, activity remains surprisingly brisk. Most notably, China’s September PMI at
53.8 came in well above market expectations (BBVA: 53.5, consensus 52.5), indicating that after a
brief lull, the economy is again picking up momentum as it enters the fourth quarter, alleviating any
lingering concerns of a sharp slowdown and reinforcing our expectations of a soft landing.
Meanwhile, export data across the region continues to show a sequential slowdown, but has come in
generally above expectations, exemplified by Korea’s September outturn of 17.2% y/y (consensus:
15.7%). On the monetary front, Taiwan hiked interest rates for a second time this year, by 12.5 bps
to 1.5%. And rising inflation in Korea (3.6% for September, consensus: 2.9%) suggests that another
interest rate hike is likely.

In the coming week...
Markets will focus on machinery tool orders (September) and current account (August) in Japan,
trade in Malaysia (August) and Taiwan (September), and September inflation in the Philippines and
Taiwan. On the monetary front, we expect Indonesia, Japan, and the Philippines to remain on hold,
and Australia to hike by 25bps to 4.75%.
Chart1

September PMI in China beat
market’s expectations

Chart2
Korea’s September exports still strong,
but slowed down
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Highlights

The US Congress adds more pressure on Yuan

The RMB has appreciated by just over 2% against the USD since June

Thailand’s economic resilience leads the government to raise GDP growth
Economic growth helps to boost sentiment

Japan considers new stimulus measures
The government had already approved a ¥915 billion stimulus package in September

Source: BBVA Research and Bloomberg
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Markets

Weakness in the US remained as dominant theme

Weakness in US job markets continued to fuel expectations of additional quantitative
easing by the Fed in the coming months. The prospect of a longer period of low interest
rates has kept the USD lower, with the trade-weighted index (DXY) slipping to below 79,
the lowest level since January. Dollar weakness fostered a further gain in Asian currencies
this week. Data in Asia generally point to brisk activity, despite an ongoing slowdown in
growth momentum. China’s strong PMI reading for September was notable. Outside Asia,
European data point to further improvements in consumer and business sentiment, which
helped allay fear of an abrupt slowdown in Asian exports. Meanwhile, rising sovereign CDS
in Ireland, Greece and Portugal in relation to stable spreads in Spain and Italy indicates
that the market is differentiating among markets, and is moving less risk averse.

The appreciation of CNY against the dollar continued this week, including in the days after
the US House of Representatives voted for a measure on Wednesday that would let US
companies petition for duties on imports from China to compensate for the effect of a weak
CNY. In our view, the legislation could not solve US trade deficit problems, nor could it spur
US job market growth. Nevertheless, the political pressure ahead of G20 meeting and US
mid-term election should keep CNY on a modest appreciation path in the coming month.
We maintain our forecast that USDCNY will fall to 6.54 by end-2010.

KRW and AUD are among the best performing currencies in the region amidst dollar
weakness given the expectation of imminent rate hikes. In Korea, indicators showed that
industrial and service output growth held up well in August, as did exports in September
which, together with rising inflation, should pave way for a 25 bps hike in August. In
Australia, we also expect a 25bps hike next week, but it is going to be a close call. Unlike
Korea, the RBA has already hiked rates by 150 bps, with real policy rates and lending rates
at a normal level by historical standards. Despite the hawkish tone by the governor, RBA
may wait for 3Q inflation report before taking further action. Nevertheless, divergence in
monetary policy and resilience of Asian economies should remain the key themes for these
currencies this year and next year. Southeast Asian countries that offered similar prospects
have also risen remarkably this month. Cumulatively, KRW and AUD have appreciated by
5.6% and 8.4% respectively this month.

Markets were mostly positive last week for a fifth week in a row, as rising capital
investments in the US and resilient indicators from China and the rest of Asia boosted
confidence in a global economic recovery. The MSCI Asia Pacific climbed by 1.2% last
week, the highest jump in five-month. Moreover, MSCI Asia PAC in September recorded
the biggest gain since July 2009. In the past week, best performers were Indonesia (4.4%),
Thailand (2.8%) and China (2.5%), while Japan (-0.7%) and Australia (-0.5%) were in
negative.

Chart 3 Chart 4
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The US Congress adds more pressure on Yuan

The US Congress approved a bill last week which would allow the US government to use
the degree of currency undervaluation to impose punitive duties on imports. In doing so,
US lawmakers sent a strong political message to the Chinese authorities on currency
policy, although it is questionable whether the bill will pass the full Congress, as the Senate
would have to ratify the initiative, and it is not expected to happen before the November
mid-term elections.

Estimates often place the degree of undervaluation of the yuan around 20% or higher. The
RMB has appreciated by just over 2% against the USD since the authorities resumed a
more flexible currency arrangement last June.

China continues to run large trade surpluses (cumulative USD104.6 billion through
August), including a sizeable bilateral surplus with the US, accounting for half of the overall
U.S. trade deficit. The US argues that an artificially undervalued Chinese yuan is
worsening trade balance and also hurting its jobs market. We view the proposed bill as
symbolic, in ratcheting up political pressure on the Chinese authorities to quicken the pace
of appreciation. Even if the bill eventually passes, which is unlikely in our view, the initial
impact on trade would be probably be small. The most worrying aspects of the bill are that
it steps up protectionist sentiment, which would be damaging to both economies.

Thailand’s economic resilience leads the government to raise GDP growth

Despite the residual effects of the political turbulence and street violence earlier this year,
the Thai Ministry of Finance has raised its economic growth forecast for this year from
5.5% to 7.5%, due to a stronger-than-expected H1, as external demand surged. Export
growth was driven by increasing demand from China and the rest of Asia, while trade to
developed countries remained flat. Political unrest during March-May failed to dent
economic growth by as much as had been feared, and private consumption accelerated by
2.7% in Q2 (g/q sa). Nevertheless, GDP growth is expected to show a moderating trend in
H2, in line with our baseline, due to a lower external demand.

As a result of Thailand’s economic resilience, investor sentiment has improved markedly.
The Thai stock market has risen by 33.2% this year, and the currency has been one of the
region’s strongest performers (up against the USD by 9.5% this year). There are concerns
now among government officials that the baht’s strength could threaten economic growth
going forward. The authorities are responding by enhancing outward investment and
capital outflows. Moreover, other regional currencies also appreciated briskly against the
USD, easing concerns on potential loss of competitiveness.

Japan considers new stimulus measures

Japan’s Prime Minister Naoto Kan early last week proposed a supplementary budget of
¥4.6 trillion ($54.6 billion, equivalent to 1.0% of GDP) for the fiscal year through March, to
stimulate the stagnant economy. The government had already approved a ¥915 billion
stimulus package in September, which has received criticisms as insulfficient.

The move underlines Japan’s concerns on its recovery pace, which slowed down to 1.5%
(annualized rate) in the second quarter from previous 4.9%. The country has been faced
with persistent deflation, which is expected to last into next year due to sluggish domestic
demand. Deflation has discouraged private consumption and business investment,
undermining the sustainability of Japan’s recovery. The Yens’ strong appreciation—to a
15-year high of 83.6 against the USD—has added further headwinds. Recent data from the
latest quarterly Tankan survey, PMI, IP and others show the exports are slowing down and
the growth of the economy is losing momentum.

The supplementary budget is expected to be submitted to parliament in its next session
beginning on Friday. It would focus on employment, economic growth, social welfare,
stimulating regional economies and deregulation, DPJ’s secretary general, Katsuya Okada,
said. The supplementary budget, avoids issuing new debts, and instead will be funded by 2
trillion Yen from greater-than-forecast tax revenue, ¥1 ftrillion from savings on debt

REFER TO IMPORTANT DISCLOSURES ON LAST PAGE OF THIS REPORT PAGE 3



BBVA Research Asia Weekly Watch

Hong Kong, 4 October 2010

servicing, and ¥1.6 trillion from the budget for the fiscal year through March 2010,

according to government officials. The extra government spending could be expected to lift
Japan’s GDP by 1.0-1.5%.

On the monetary policy front, the BodJ is likely to increase its ¥30-trillion ($359 billion)
facility for lenders in the meeting on Oct 4-5. It could also engage in “quantitative easing”
by purchasing more treasury bonds. The Bod has also signaled that it may continue to
intervene in the FX market, following September’s selling of ¥1.86 trillion ($22.2 billion) in
the first intervention since 2004.

Japan’s government debt has reached to 190% of GDP (gross), raising concerns about
fiscal soundness and the sovereign risk. The mounting fiscal debt limits the scale of
possible further fiscal stimulus packages, although the government has emphasized that
the supplementary budget will not be financed through new debt issuance.

Chart 5 Chart 6
GDP growth in Thailand surged in H1, US trade deficit with China widened
beating expectations recently
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Taiwan: Exports for September (October 7)

Forecast: 27.3% yly

help support market confidence in Asia’s growth outlook.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria,
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undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.
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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
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that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing
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by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets
Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities. In
particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii) those with
expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section
49(1) of Order 2001 to whom the contents hereof can be legally revealed.

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 and the rest of entities in the BBVA Group which are not members of the New York Stock Exchange or the National Association of Securities
Dealers, Inc., are 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”.



