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Gradual approach to QE2

Over the past few weeks US economic data has been validating that a double-dip is not the most probable
scenario. Albeit at low levels, the housing sector seems to be stabilizing, and more importantly 3Q GDP grew
at a slightly faster pace than in 2Q. Yet, unemployment will likely remain at 9,6% which is too high for the
Fed. Thus, the FOMC will most likely announce renewed monetary easing in its policy meeting next week.
The key question is what approach to quantitative easing will the Fed take. Given the uncertainty around the
impact of QE2 —the Fed reportedly surveyed market participants this week— and the strong internal debate
within the FOMC, we anticipate that with QE2 the Fed will proceed with some caution —implementation will be
gradual— and will advance on a more adjustable basis. Committing to a total purchase target is risky —it could
fall short of market expectations— and thus, a more flexible option is to announce an initial amount —large
enough to displace investment to other assets— packaged in terms of a comparable monthly sum. Enhanced
policy guidance in the wording of the statement —a reference that the Fed will keep rates even longer that
implied by extended period— can not be discarded as it would probably reinforce the effects of QE2. More
interesting would be if they are ready and willing to announce additional unconventional measures.

... while the ECB will remain cautious

This week, liquidity funding by the ECB increased above expectations and was requested by more institutions,
which reflects the fact that the market is still far from normalizing. Therefore, the ECB stance will remain
cautious. In the Q&A the ECB could address that going forward it might consider other options such as an
extension of the full allotment beyond the 1Q11. After the strong growth in 3Q10 the BoE is unlikely to introduce
a new round of QE at next week’s meeting. Lastly, the decision by the BoJ to include “BBB” rated bonds in its
new leg of QE (¥5 trillion) reflects its objective to reduce long-term interest rates and risk premiums as well.
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Strong growth in the German economy
Recent economic data suggest that German recovery is ongoing in the second half of the year. But
domestic demand must continue to improve in order to sustain current growth.

Today’s high US unemployment rates as a result of the business cycle
However, high unemployment rates lead to long-term unemployment if not corrected quickly. This
supports the efforts of the Federal Reserve to correct the cycle.

Fiscal consolidation in European Peripherals still a point of concern
Our view is that strong government commitment and good fiscal performance in Spain may deter an
increase in systemic risk premium.
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Markets

Waiting for details from the Fed

The market has priced in a lower probability of QE2 through rises in rates in the US and UK and
appreciation of their respective currencies. As a result, there has not been such a clear downward trend
in the market, given the slight positive momentum of some European macro data and on the whole some
fairly solid company results in the USA and Europe.

New rise in risk premiums on the weakest sovereigns

European CDS’ performance has been very varied, with major differences between the weakest countries
in the Eurozone (Ireland, Portugal and Greece) and other European countries; Ireland’s 5-year CDS has
widened 45bps so far this week as a result of the deterioration in its financial system, the Greek CDS
widened 84bps due to lingering concerns over its deficit reduction plans, and Portugal’s CDS widened
23bps fundamentally due to the opposition party’s refusal to approve the state budget. The primary
market remains out of reach for these countries, while others such as Spain and Italy have shown some
activity on the primary market through issues of covered bonds and senior debt. This demonstrates that
Spanish entities are able to access the market using instruments other than covered bonds or GGBs.

In our opinion, the room on the upside in rates is limited...

If eventually the package announced is in line with what we expect (a billion dollars), the rebounds in
rates should be limited (2.80% for the 10Y USA). This outlook could even be transferred to Europe, where
the rally in rates is still in full swing, supported by both the strength of the data and the “permissiveness”
of the ECB. In this case, the upward bias in rates may be particularly counterproductive as it coincides
with a period of further tightening of core-periphery spreads. Rather than widening of these spreads, the
main risk may lie in the levels that rates could reach in these countries. Due to both funding risk and the
impact that this may have in terms of a return to flows to safe haven assets (German bonds) core rates
should start to find reasons to moderate.

... as is the scope for depreciation in the euro which has already
returned to levels of 1.39 vs. the dollar

The movement which took the euro to 1.37 vs. the USD on the “less QE” factor, is the reason why we see
limited room for retracements towards the 1.3650/1.37 zone. In fact, it has already returned to 1.39. In

any case, this latent risk in the periphery may restrict the euro’s room for reversal once QE2 is announced
in the US (in principle no higher than 1.40).

Chart 3 Chart 4
Sovereign risk 5-yr CDS (bps) 10Y Govt Rates: Germany, US and UK
1200 - 4.5,
1000 1 ™
p AN 4.0
800 f s
3.5
600
3.0
400
200 2.5
o 3 8 8 3 2 o 2 3 8 2—T—T—T——T——T—T——T
- - - - 5 &8 82 8 & 8¢ © © o o o o o o o
o S L T - N T S U A W U Y
§82 28337888 5885855528288
—lreland — — Greece — - -Portugal —10Y Germany——10Y UK —10Y USA
Source: Bloomberg Source: Bloomberg

REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT

PAGE 2



BBVA Research

Economic Analysis

Financial Scenarios
Cristina Varela Donoso
cvarela@grupobbva.com
+34 91 537 7825

Javier Amador
javieramador@bbva.bancomer.com
+52 56 21 7718

us

Jeff Herzog
Jeff.Herzog@bbvacompass.com
+1713 843 5348

Europe

Miguel Jiménez
mjimenez@grupobbva.com
+34 91 537 37 76

Agustin Garcia Serrador
agustin.garcia@grupobbva.com
+34 9137479 38

Elvira Prades
elvira.prades@grupobbva.com
+34 91 537 79 36

Home

>
Markets

>
Calendar

>
Markets Data

>

Weekly Watch
Madrid, 29 October 2010

Highlights

Strong growth in the German economy

Following the unexpected strong growth in the German economy in Q2 (3.7%y/y), recent both hard and
soft indicators suggest that the recovery is ongoing in the second half of the year, albeit clearly at a more
moderate pace. On the one hand, retail sales and consumers’ confidence along with the good news
coming from the performance of the labour market point to a stronger role of the domestic economy,
making the export-led recovery more sustainable in H2 2010. In addition, industrial orders rebounded
again in August, suggesting that further industrial investment should be needed in coming months. On
the other hand, export growth in July-August remained resilient after reaching pre-crisis levels. Still
limited data showed further evidence that the economic outlook remains positive at the beginning of Q4.
Overall, German GDP growth is projected to increase by 3.2% in 2010, with some upside risks in Q3
and Q4 figures. But domestic demand must continue to improve in order to sustain current growth. There
are some positive factors that will push domestic demand higher like: a resilient labour market, improved
public finance performances, which will require less fiscal adjustment, and a possible increase in wages,
after IG Metall asked for a pay increase. On top of that we expect the German GDP growth to moderate
to around 2% in 2011, mainly due to a worse global economic momentum and a strong euro.

Today’s high US unemployment rates as a result of the business cycle
We consider today’s high US unemployment rates are mostly the result of the business cycle rather than
mismatch. However, high unemployment rates lead to long-term unemployment if not corrected quickly. This
supports the efforts of the Federal Reserve to correct the cycle. Even if unemployment today is corrected by
measures combating the cycle, in the end we face job creation demands that remain unresolved within the
current US institutional framework for innovation and industrial growth. Next week the October unemployment
rate is expected to remain at around 9.6%. This level is far from our current NAIRU forecast (6,5%). For further
information see: Economic Watch: High unemployment duration can lead to structural problems.

Fiscal consolidation in European Peripherals still a point of concern
Recently doubt has increased on Greece fiscal execution because fiscal revenues are coming in lower than
expected, but slightly above last year’s trend. However, lower military expenditures and higher nominal GDP
growth, due to higher than expected inflation, leads us to think that the Greek government will meet the 2010
deficit target (7.8%). Regarding Ireland, the Irish government will unveil by mid-November the details of fresh
austerity measures (up to €15 bn) with the aim to achieve the 3% deficit target in 2014 as cyclical and bank-
related effects are swallowing up previous tightening measures. Additionaly the Irish government’s offer to
bondholders of the Anglo Irish Bank could reduce some pressure on public finance (the Government could
recover 1.6 bn) by shifting part of the cost of the bail-out to bondholders; nevertheless, actions that could be
undertaken and uncertainty that can be generated in the market on bank debt holders will generate short-term
stress. In Portugal, budget execution is behind the target, which has forced the government to announce
additional measures. Some of them are included in the State Budget for 2011 and they are enough (amount
to 3% of GDP) to meet the deficit target of 4.6% in 2011. In this context we understand that lack of support
for the 2011 Portuguese budget has caused financial strains. In our opinion, factors such as the European
pressure, the huge financial strain that will take place if the bill is not approved, and that the PSD is not against
a deficit cut leads us to think that the opposition party will abstain in the vote on the 3rd of November, allowing
the budget to be approved. Finally, the Spanish fiscal execution has been in line with the 2010 government’s
target, up to now, and the government found support to approve the Budget for 2011. Our view is that fiscal
consolidation in some Peripherals is a reason for concern, but the strong government commitment to the
deficit target and the good fiscal performance in Spain may deter an increase in systemic risk premium.
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Calendar: Indicators

Eurozone: Retail sales (September, November 5th)

Forecast: 0.3% m/m Consensus: 0.1% m/m Previous: -0.4% m/m

Comment: We expect retail sales to increase timidly in September, after falling in the previous month. Overall,
these figures should mean that retail sales in Q3 would grow around 0.5% over Q2, suggesting that private
consumption should increase further in Q3, after growing by 0.2% qg/q in the previous quarter. Nevertheless,
we continue to see subdued households’ spending in coming months as a high unemployment rate persists.
Market Impact: A negative surprise could be seen as a sign of weakness in households’ spending, although
a positive surprise is not ruled out wand thus, despite the weakness of domestic demand, its support to
economic recovery could be larger than previously expected.

Germany: Industrial new orders (September, November 5th)

Forecast: 0.4% m/m Consensus: 0.0% m/m Previous: 3.4 m/m%

Comment: Following the robust increase observed in August, industrial new orders are likely to slow again
in September. Looking forward, orders are expected to moderate substantially in coming months in line
with managers’ perception as reported in PMI’s surveys, although they could remain relatively resistant
supported by export orders. These data, coupled with industrial production figures, are showing further
evidence of the slowdown in the industrial sector. Market Impact: In part due to the volatility of orders and
partly because a significant moderation in orders growth is expected, a negative surprise should not affect
the markets greatly, but it could raise concerns about a more severe slowdown by the end of the year.

US: FOMC Statement (November, November 3 rd)
Forecast: 0.25% Previous: 0.25%

Comment: The Fed is expected to announce a second round of quantitative easing (QE2) during the
next FOMC meeting on Nov 2-3rd. In addition, the discussion on economic and financial conditions is
likely to result in a downward revision to the macroeconomic forecasts. Market expectations currently
point to the purchase of $1trillion of additional long-term treasury securities; however, a more gradual
approach is also feasible. Market impact: Markets have been waiting for this meeting since the Fed
first signaled the possibility of a policy change. However, if Fed announces QE2 with a smaller-than-
expected amount or explicitly rejects the idea, markets could react negatively.

Consensus: 0.25%

US: Nonfarm Payroll & Unemployment Rate (October, November 5th)
Forecast: 68K, 9.6% Consensus: 45K, 9.6% Previous: -95K, 9.6%

Comment: October’s nonfarm payroll is expected to increase for the first time in fourth months. Job
creation has been driven by sustained growth in private services employment. Meanwhile, government
layoffs will continue at the federal and local level, though at a slower pace. Although private employment
has increased steadily since the beginning of the year, the expansion has not been enough to reduce
the unemployment rate. In fact, the u-rate is expected to remain flat at 9.6% for the third consecutive
month. Market impact: Positive employment figures will be well received; however, some cautiousness
is likely to prevail as figures will continue to portray a slow recovery.

Brazil: Trade Balance (October, November 1st)

Forecast: USD 1.800 millions Consensus: n.a. Previous: USD 1.093 millions

Comment: October’s trade balance is expected to be around 65% higher than in September and 27%
higher than the monthly average in the year. Year to date, the Brazilian trade balance, is expected then
to accumulate USD 14.566 millions, which will be 35% less than in the same period last year. This
deterioration is due to both the dynamism of domestic demand and the appreciation of the exchange
rate. Market Impact: Impacts will be limited.

China: PMI (October, November 1st)

Forecast: 52.3 Consensus: 53.8 Previous: 53.8

Comment: data on retail sales and fixed asset investment have showed considerable growth momentum in
recent months, as have indicators on railway freight shipments and other manufacturing indices. In line with
these developments, we expect manufacturing activity to continue expanding in November. However, due
to seasonality, the purchasing managers’ index will likely fall below the previous monthly reading. Market
impact: Following the recent surprise interest rate hike, a stronger-than-expected reading may heighten
expectations of another imminent round of tightening measures, including another interest rate hike.
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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 is 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.

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”.



