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Economic Watch

EAGLEs

Central bank balance sheets in EAGLE
countries also growing fast but different
composition matters to spell out risks

e Asignificant increase of central bank (CB) balance sheets is a distinctive
feature of the world economy since the global crisis

The balance sheet of CBs virtually doubled in EAGLE countries in the period between 2006
and 201 while it actually tripled in G7 economies. However, since emerging market
economies have been growing much faster than G7 ones, the relative size of their CB
balance sheets (that is over GDP) increased only 3 percentage points as opposed to as
much as 10 percentage points in the developed world.

e Furthermore, central banks from emerging markets seem to have
tamed their balance sheet expansion since 2009 while those in
developed countries have not.

CB assets over GDP have declined on average for the EAGLES since 2009, especially in
China and Russia, where the strong expansion clearly started before the crisis. Brazil and
Turkey, however, follow the pattern of the developed world, continuously increasing CB
balance sheets.

« However, drivers of CB balance sheet growth differ massively: domestic
assets are behind the growth of developed CBs and reserve
accumulation is the key determinant for emerging markets

Quantitative easing through securities purchase and liquidity injections has been behind
the FED’s balance sheet expansion as well as that of the ECB and the Bank of England.
Foreign assets have been the driver in the EAGLESs, growing above GDP especially in
China, followed by Brazil and Turkey.

¢ Increasing central bank balance sheets brings risks, not limited to the
inflation side

A strong expansion of the monetary base has been associated with higher inflation in
Russia and Turkey. In the same vein, price pressures seem to be over the norm in Brazil,
Indonesia and India. However, concerns go beyond inflation. A clear one is valuation losses
on the massive amount of reserves accumulated by some CBs.
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Expansion of central bank balance sheets during the
crisis also in the EAGLESs but certainly more moderate

The recent global financial crisis triggered a rapid expansion of monetary policy to cope with the
confidence crisis. In the case of developed economies, central banks rapidly reached the zero
bound for interest rates but it does not seem to have been enough to revive the economy. The
most remarkable case of a monetary expansion, when looking at growth numbers, is that of the
Bank of England (BoE), which increased its balance sheet by more than 600% between 2006 and
2011 In the same vein, the Federal Reserve more than tripled the volume of its assets and the ECB
more than doubled it (see Charts Tand 3). When looking at it in relative terms, the three CBs have
added more than 12 of GDP to their balance sheet during this period (see Chart 4).

Chart1 Chart 2
Central bank balance sheets in developed Central bank balance sheets in the EAGLESs (index
economies (index 100 = 2006) 100 =2006)
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Emerging economies were not immune to the global turmoil, especially in 2009. However, due to
better fundamentals and the different nature of their crisis (stemming from external factors),
contagion has been limited except for the case of Eastern Europe countries inside the EU.

Notwithstanding this milder impact, CB balance sheets have more than doubled on average in the
EAGLEs since the beginning of the crisis (see Charts 2 and 3). This increase has not been
homogeneous. In Brazil; expansion between 2006 and 2011 has been even larger than the one
recorded for the ECB. Figures for CBs from China, India and Russia are close to the European
reference, with a cumulative growth of around 125%, followed by Indonesia and Turkey, where
assets of the monetary authority have almost doubled. In contrast, CBs from Mexico and Korea
present the lowest increase in their balance sheet, although still in the 25-50% range.

However there are important differences between the monetary expansion of developed and
emerging economies:

e When measured as a ratio to GDP, the average expansion in the EAGLES has been only
around 3 percentage points between 2006 and 2011, less than a third of the increase than in
the G7 countries (see Chart 4). Only Brazil shows a distinctive expansion over the whole period,
increasing the ratio by 14 percentage points, which is comparable to those in the G7 countries.
China has the second largest increase with more than 5 percentage points. Turkey and Russia
follow with around 3 percentage points. India and Mexico increased the ratio only marginally,
and Korea and Indonesia even reduced it.

e Another key difference is that the CB expansion has generally not been maintained in
emerging markets after 2009 while it has in the developed countries. Brazil, Turkey and
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Indonesia are outliers, with a still strong expansion after 2009 and an increase in the ratio to
GDP.

Chart3
CB balance sheets in G7 economies and the EAGLESs (% change between 2006 and 2011)
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Chart4
CB balance sheets in G7 economies and the EAGLEs (change in ratio over GDP between 2006 and 2011;
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The drivers of monetary base growth differ between
the G/ economies and the EAGLESs

A look at the CB balance sheets easily confirms this. By analyzing the CB balance sheets we can
observe the different behavior of net domestic assets (NDA) and net foreign assets (NFA), there
are some salient features (see Charts 5, 6, 8 and 9):

e (Bs of the G7 economies have increased NDA by 7 percentage points of GDP between 2006
and 2011 while NFA have remained relatively flat. The exception is the ECB, but the reason is
basically the increase in gold prices, which has had a positive valuation effect on its NFA since
2009.

e |nstead, during the 2006-09, most of the EAGLES experienced an increase in their negative

NDA balance followed by some opposite adjustment after 2009 stermming from expansionary
monetary policies across the board. In fact, NDA to GDP increases in all countries except for

Indonesia and Mexico.

e Contrary, the bulk of the increase in the monetary base between 2006 and 2011 in the EAGLEs
has been associated with higher NFA. This is especially true during the pre-crisis period where
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large surpluses in the balance of payments (see Chart 7), as well as the recomposition of
international reserves, resulted in significant increases of NFA. This is the case of China (12
percentage points of GDP), Brazil (8pp) and Turkey (more than 4pp). Indonesia, Korea and
Mexico also show a positive balance of around 2 percentage points of GDP, while no change is
observed in Russia and a decline is recorded in India.

Charts Chart6

Net Domestics Assets (NDA) and Net Foreign Net Domestics Assets (NDA) and Net Foreign
Assets (NFA) over GDP: aggregate for CBs in G7 Assets (NFA) over GDP: aggregate for CBs in the
economies EAGLE
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As a summary, we can say NFA has been the main factor base changes in China, Turkey and
Brazil, reinforced slightly by NDA expansion in the first two cases and partially offset by NDA
contraction in the last one. For Indonesia and Russia the driving factor has been NDA, although in
opposite directions. Finally, Korea, Mexico and India show confronting forces with marginal
intensity and therefore a neutral balance.

Chart7
Sources of international reserves variation in the EAGLEs (as a percentage of GDP) (2007-2011)
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However, the effects of the crisis are also somewhat behind the CB balance sheet expansion in
some emerging economies. Drivers of CB balance sheet movements of the EAGLEs changed
since 20009, giving a prevalent role to NDA instead of NFA as a consequence of the impact of the
global crisis. CBs generally reacted by expanding domestically their monetary base at the same
time global adjustment was proceeding and reserve accumulation became less favorable (see
Chart 7). This is the case of China, where NDA increased by almost 10pp of GDP, more than
offsetting the relative decline in NFA, although the final impact was softened through higher
reserve requirements. NDA also increased in India, Korea, Russia and Brazil, but only in the last
case the net effect on the monetary base was positive, helped by also increasing NFA. The
opposite has happened for Indonesia, with increasing NFA and declining NDA, while Turkey
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expanded the monetary base through reserves building. Finally, no significant changes have been
observed for Mexico, where CB balance sheets changes has been more equilibrated.

Chart 8 Chart 9
Change in NDA and NFA over GDP of CBs between Change in NDA and NFA over GDP of CBs between
2006 and 2009 (percentage points) 2009 and 2011 (percentage points)
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Strong correlation between monetary base expansion
and inflation pressures, but also other risks on the
table

Rapid growth in CB balance sheets does entail some risks. The most obvious one is inflation is
believe in inflation being a monetary phenomenon in the long run. Looking at the correlation
between the expansion of the monetary base and inflation, we find it is guite high for many
countries in our sample, especially in the EAGLES’ universe but the correlation breaks for the US,
the EMU and the UK (see Chart 10).

Chart10 Chart
Change in monetary base and inflation between Money velocity gaps (2005-2011)
2001 and 2011 (in percentage) (% deviation from trend)
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Why this? The main answers lie on the different performance of two ingredients for money to
finally feed inflation, the size of output gaps and different patterns in money velocity:

e Still negative output gaps in developed economies are preventing money to feed into inflation
but closing or positive gaps in emerging economies poses more risk.

e The sharp drop in money velocity during the 2008-09 period (see Chart 11) of the crisis helped
to buffer inflationary pressures but it is now reversing. This is especially true in the case of the
emerging economies where velocity gaps (M2/GDP ratios relative to the 2000-11 trend) are
now positive and similar in size of the pre crisis levels. Velocity gaps are also recovering in
industrial countries although at a slower pace and still below pre-crisis levels.

All in all, the margin to keep CB balance sheet expansion without feeding inflation is larger for
developed markets. Still negative output gaps and a more moderated recovery in the velocity of
money means lower risks for developed markets. In the case of the EAGLESs, both economic
activity and money velocity are recovering faster, which should enhance CBs to maintain a more
prudent attitude.

But inflation pressures are not the only risk stemming from rapid CBs balance sheet expansion. In
the case of developed economies, the purchase of assets, private or public, as well as long term
liquidity injections raise concerns on the value of the CB claims. Deterioration of collateral, price
changes and even default episodes could erase the capital base of CBs, severely damaging its
credibility. Additionally, large purchases of securities over a long period of time can distort their
pricing, especially if there is no clear exit strategy. The CBs could end up being an essential
intermediary.

Valuation issues are also a concern for the EAGLEs in a different way. First, sharp changes in
domestic assets or foreign assets can result in distortion in liquidity triggering credit growth
beyond fundamentals that can be later difficult to correct. Second, efforts to correct the resulting
domestic imbalances (excess of credit) can result in increasing shadow banking as the taxation of
the official credit creates incentives to move away. Third, sterilization to offset reserves
accumulation could entail inefficiencies in liquidity allocation finally crowding-out of private sector
loans through the issuance of CB bonds'. Finally, there is a huge valuation risk related to the sharp
increase in NFA in many of the EAGLE countries, especially China.

T “Why central bank balance sheets matter”, Jaime Caruana, Keynote address at the Bank of Thailand-BIS conference on
“Central bank balance sheets in Asia and the Pacific: the policy changes ahead’, December 2011. Available at
www.bis.org/speeches/spll1216.pdf.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, SA. (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 (i) 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) (@) to (d) (‘high net worth companies, unincorporated associations, etc”) Of the financial promotion order, or (i) 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.



