BBVA Research

Madrid, 12 November 2010

Economic Analysis

Financial Scenarios
Sonsoles Castillo
s.castillo@grupobbva.com
+34 91 374 44 32

Maria Martinez Alvarez
maria.martinez.alvarez@grupobbva.com
+34 91 537 66 83

Javier Amador
javier.amador@bbva.bancomer.com
+34 91 537 3161

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

Victoria de Zuriarrain
victoria.zuriarrain@grupobbva.com
+34 91 537 75 84

Leanne Ryan
leanne.ryan@grupobbva.com
+34 91 537 84 32

Europe

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

Markets

>
Highlights

>
Calendar

4
Markets Data

>

BBVA

Global

Weekly Watch

European Governance in the Spotlight

After the G-20 summit failed to agree over trade imbalances, exchange rates and financial regulations,
investors will likely turn their attention on domestic issues. Meanwhile, in the US, in a relatively less busy
week, economic releases were better-than-expected. In Europe 3Q GDP grew 0.4% g/q slowing from the 1%
g/q pace in 2Q. This preliminary data suggests a better performance of domestic demand, pointing to a more
sustainable recovery. Nonetheless, earlier this week, mainly two events in European peripheral countries
contributed to a sharp increase in risk premiums: 1) differing points of view concerning the permanent crisis
resolution mechanism —albeit all are considering bail-ins, to some extent—, and 2) worse than expected
performance of public finances in peripheral countries —news that Greece won't achieve its 2010 public deficit
target; and a lack of market confidence on Portugal's budget target. Sovereign risk spreads in European
peripheral countries returned this week to alarming levels i.e., above May’s maximum levels. Moreover,
measures of default risk (5-year CDS spread) have risen dramatically in these countries during the last month.

What can we expect?

Our view is that the market has already priced in a very negative scenario for European peripheral
countries. The joint statement made by the finance ministers of the main European countries pointing
out that the debate regarding SDRM does not apply to any outstanding debt or to the EFSF mechanism,
along with our view that ECOFIN ministers, ECB members, and a European Commission official (Van
Rompuy) will express in the same direction, should prevent any further increase in the risk premium. That
being said, two events next week might maintain uncertainty at high levels. First, the EU, ECB and IMF
officials’ visit to Greece to supervise progress ahead of the third disbursement due in November. Second,
the uncertainty surrounding peripherals’ debt issuance next week. In following weeks, other events could
impact on sovereign risk: the European Commission growth and deficit forecast, at the end of November,
and the Irish Budget that will be presented on December 7th.
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Highlights

The current reform of economic governance in the EU
There are two broad approaches to reform fiscal discipline: reinforcing the Stability and Growth Pact
(SGP), and or imposing market discipline through a sovereign-debt restructuring mechanism.

G20 meeting: the shadow of QE2 prevents advances in policy coordination
The G20 summit ended today without surprises. Among the issues on the agenda were the regulatory
reform, and the rebalancing of both currencies and global demand.

Inflows to EM markets investment fund
Since the beginning of September 2010 net inflows to EM fixed income and Equity funds have grown
38% and 63%, respectively.
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Markets

Global factors’ should give way to local risk-return issues

The most noteworthy feature of currency crosses has been the sharp correction in the EURUSD, 5
figures in just four days, even dropping below 1.37 EURUSD. This movement was not primarily a
reflection of a strengthening USD, but rather a weakening EUR. Behind this movement appears to be
a new resurgence of periphery risk, driven on this occasion by noise surrounding future financial aid for
countries in difficulties, which is currently being debated and which Germany wishes to make stricter.
This situation allows us to anticipate a scenario in the short term for the forex market of a waning
impact from global factors. Therefore, although the underlying scenario points to global depreciation of
the dollar on the back of QE2, favouring a return in the EURUSD to around 1.40, short-term risk factors
may delay his trend, above all in the near term.

The rise in sovereign risk is causing decoupling across equity

markets and sectors

Sovereign risk is starting to cause some decoupling across equity markets and sectors, something
which has not been seen to date. At the country level, emerging equity markets (economic cycle) and
US equity (QE2 measures) have continued to outperform Europe, with the periphery lagging behind
in the latter. Cyclical and debt-laden sectors are performing worst than defensives. This is mainly a
result of the increase in cyclical risk generated by the scenario. However, on a positive front, this new
environment does not seem, at least for the time being, to be leading to a systemic risk premium.
Equity volatility remains contained, with the VIX at 19% and the V2X at 23.5%.

Peripheral concerns continue to weigh on European credit

The Quantitative Easing 2 (QE2) announcement initially had a soothing effect on Credit Markets and
triggered significant tightening on the day of the announcement. However, since last Thursday 4
November all iTraxx Indices have widened: iTraxx Main +10bps, HiVol +10bps and XO is 30bps wider.
In Financials, we would highlight Sub-Financials which peaked at +41bps w/w to 236. Much of this
weakness is explained by sovereign contagion which is clearly punishing the broader corporate and
financial credit markets. Summing up, peripheral concerns continue to weigh on European credit which
has pushed the SovX-Main spread to a record wide of 71bps.
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The current reform on economic governance in the EU

There are two broad approaches to reform fiscal discipline: reinforcing the Stability and Growth Pact (SGP)
through early automatic sanctions (defended by the EC and ECB), and or imposing market discipline
through a sovereign-debt restructuring mechanism (SDRM) that makes bondholders pay. There is a broad
consensus on a reinforced SPG, but not on the possibility of overruling sanctions by the EU council through
qualified majority vote, as currently proposed by the Council. These decisions have been surrounded by
political debate, due to differing positions between northern countries (mostly Germany) and others on the
nature of such a mechanism and its relative importance vis-a-vis a simple reform of the stability and growth
pact. Financial markets have shown renewed nervousness in the past few weeks as the establishment
of the EFSF ensuring help for three years (until mid-2013) did not dispel fears because of doubts on the
effective implementation of the aid and the lack of backing for debt after those three years, and because
of the possibility that a new debt restructuring mechanism implies a loss for bond holders. A complete
agreement will likely not be decided by December by the EU Council, so market stress is likely to continue,
unless the accord includes the most important and fundamental aspects of the SDRM.

G20 meeting: the shadow of QE2 prevents advances in policy coordination
The G20 summit ended today without surprises. There were some advances on the regulatory front, but no
big surprises: the September Basel Ill agreement was endorsed and greater focus was put on emerging
countries and broad guidelines to address the “too-big-to-fail” problem. The definition and treatment for
systemic institutions will be postponed until mid 2011. Interestingly, the backlash from the announcement
of QE2 severely hampered the ability of the US to steer the G20 agenda. Incidentally it also helped take
China and the exchange rate of the renminbi out of the spotlight. In the end, there were only soft mentions
to ensuring exchange rate flexibility and reducing volatility, in such a way that most countries could feel they
are already satisfying those pledges. Instead, the communiqué announced future work towards guidelines
to identify large external imbalances. This way, the focus has shifted from misaligned exchange rates to
misaligned external positions, which is a welcome development. Nevertheless, at the end of the day, the
summit came out with nothing but good intentions and soft declarations on the big issues of balancing of
demands and currency realignment, postponing once again dealing effectively with both issues. As this
was expected, financial markets were more affected by other news from China and Ireland. We expect
continued exchange rate volatility as the opportunity for policy coordination was missed.

Inflows to EM markets invesment fund

Year to date inflows to Emerging markets’ funds have been quite large. Fixed income and Equity Emerging
market funds along with the fixed income international fund (that includes some emerging market funds)
are experiencing the highest growth rates. The expectation of QE2 in the US accelerated inflows since
September: from Bernake’s signal of the likelihood of QE2 (August 27th) to the first week of November,
net inflows to EM fixed income and Equity funds have risen 38% and 63%, respectively. In our view, the
search for yield in a context of stronger fundamentals in emerging economies, low global risk-aversion,
and the expectation of very low yields in developed economies in the foreseeable future will continue
supporting capital flows to emerging markets. These hot money flows will keep appreciation pressures
on their currencies and thus, authorities are thus likely to attempt to postpone monetary policy tightening
even in a context of strong growth momentum. Yet, despite concerns about capital inflows and currency
appreciation, rising inflation is still foremost in the minds of policy makers. For instance, in response to a
faster-than-expected pace of inflation in October, the People’s bank of China (PBoC) implemented further
tightening measures i.e., another 50bp hike in the required reserve ratio.
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Calendar: Indicators

Eurozone: Trade balance (September, November 15th)

Forecast: €-0.3bn Consensus: n.d. Previous: €-1.4bn

Comment: The trade deficit is likely to narrow in September, as exports are expected to grow similarly
to last month, while imports are expected to grow at a lower rate. These figures should imply a clear
deceleration in growth of both exports and imports in Q3 over Q2, especially the latter. Overall, trade
balance data for Q3 as a whole suggest that net exports could have contributed positively to quarterly
GDP growth in Q3, after the 0.2pp printed in the previous quarter. Market Impact: A negative surprise
could have a relevant market impact by raising concerns about the main driver of the recovery, i.e. the
external sector.

Germany: ZEW Economic Sentiment (November, November 16th)

Forecast: -7.0 points Consensus: -4.0 points Previous: -7.2 points

Comment: We expect ZEW economic sentiment to have remained broadly stable or even to improve
slightly in November. Since this indicator reflects economic agents’ expectations over the next six
months, compared with the economic situation a year earlier, we see this indicator getting close to a
cyclical minimum. This is to the extent that economic agents are beginning to price some stabilization in
the pace of the recovery, but at rates clearly below those observed in H1 2010. In contrast, the current
situation subcomponent is likely to increase slightly again, boosted by positive news from the labor
market, but it should be also close to a cyclical maximum. Market Impact: A large negative surprise
could have a relevant market impact as it would signal the lack of faith of analysts in the strength of the
recovery in the main pillar of the Eurozone right now —the German economy.

US: Industrial Production (October, November 16th)

Forecast: 0.4% m/m Consensus: 0.3% m/m Previous: -0.2% m/m

Comment: In September, industrial production declined 0.2% after increasing 13 out of the last 14
months. The index had risen 9.2% during the same period. Although total industrial production jumped
4.8% at an annual rate in 3Q10 it is still only 0.2% higher than its level in September 2008. Regional
Fed and ISM manufacturing surveys indicate that the U.S. economy is growing at a moderate pace.
Therefore, we expect industrial production to increase moderately in October. Market impact: Strong
growth in industrial production would imply stronger-than-expected economic growth in 4Q10 and be
welcome by the markets.

US: Consumer Price Index, core (October, November 17th)

Forecast: 0.3% m/m, 0.1% m/m  Consensus: 0.3% m/m, 0.1% m/m Previous: 0.1% m/m, 0.0% m/m

Comment: Core consumer prices, measured by excluding energy and food prices, were flat in
September and it was the lowest level since March 1961 on a YoY basis. On the other hand,
headline consumer prices increased by 0.1%, equivalent to 1.1% over the last 12 months. We
expect disinflationary pressures continue to limit price increases in the short term. However, in the
long run, further monetary easing announced by the Fed on November 3rd will eliminate some of
these pressures. Market impact: Market is expecting 0.3% increase in headline inflation mainly due
to increase in energy prices. A negative surprise such as a decline in core or headline prices would
increase deflationary worries even further.

Japan: Q3 GDP growth (Q3, November 15th)

Forecast: 2.6% q/q ann Consensus: 2.5% g/q ann Previous: 1.5% qg/q ann

Comment: Exports, the main driver of Japan’s economic recovery, are weakening, and business
investment and private consumption are expected to sustain growth instead. Business investment is
expected to grow steadily, thanks to a recovery of corporate profits. Japan’s recovery has slowed since
the second quarter (1.5% q/q, annualized) as exports are losing momentum and domestic demand
remains weak. We forecast GDP growth of 3.0% and 1.6% respectively in 2010 and 2011. Meanwhile,
the economy also continues to struggle with deflation. Market impact: \Weaker-than-expected growth
will further dampen expectations for the outlook, already dragged down by the strong Yen.
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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”.



