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The focus shift again towards
European peripherals...

After some weeks of market jitters on the global cycle in which investors kept their eyes on the US economy
and the reaction function of the Federal Reserve, the interest has shifted again towards European
peripheral countries and more specifically to some parts of their banking system. Increasing worries about
a second round of financial turmoil resurfaced on the back of arising problems in the Irish banking system.
The systemic nature of Anglo Irish bank (the 3rd largest bank in Ireland, representing around 20% of its
banking system) is likely to remain a concern for global investors, with sovereign spreads mounting in all
peripherals although with a marked difference between Ireland and, to a lesser extent, Portugal, and the
rest of Southern European economies. The spike in risk aversion registered in sovereign debt markets
over the last few weeks is, however, still well below than the observed before the summer.

... while the global cycle gives a breath

The lack of relevant US data, with the exception of the international trade balance for July that surprised
positively, has marked the developments in the macro front this week. In Europe, German prints
showed more evidence that the German economy is slowing in Q3, after exports for July disappointed
somewhat while core new orders remained strong. In Asia, the broad picture still reveals robust growth,
with China’s August imports surprising positively due to resilient domestic demand while some central
banks in the region, primarily the Bank of Korea, decided to take a pause in a probably more cautious
approach. Next week relevant market data include the US core CPI for August, a set of indicators in
China on Saturday 11th and the Eurozone’s exports for July.
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Highlights

European banks return to primary markets

A noticeable effervescence in European banks issuance has occurred over the last three weeks, but
not for all. The key question remain whether bond markets will re-open for all institutions, especially for
those with a most vulnerable profile.

The US labour market in the doldrums

Contrary to the official view, recent evidence from labour reports suggest that unless the economy
experiences a positive structural change like in the 90s an increasing problem of long-term structural
unemployment might stay here for long.



BBVA Research

Markets Analysis

Nicolas Trillo
nicolas.trillo@grupobbva.com
+34 91 537 84 95

Exchange Rates Europe
Chief Strategist

Pablo Zaragoza
pzaragoza@grupobbva.com
+34 91 374 38 64

Strategy

Chief Strategist

Joaquin Garcia Huerga, CFA
jghuerga@grupobbva.com
+34 91 374 68 30

Home

>
Highlights

>
Calendar

>
Markets Data

>

Weekly Watch
Madrid, 10 September 2010

Markets

Markets still sceptical about a sustained improvement. We believe that the

room on the upside for general rates is limited. Euro being shaped by the
underlying risks in the Zone

The underlying market movements suggest that risk premiums continue their attempts at moderating:
the main supporting elements are still a bright outlook for emerging economies and mostly the easing-
off of the worst prospects regarding an impending, aggressive cyclical risk in the US. Whilst the
recovery of the main risk assets underlines this profile (equities and commodities up by a further 3/4%
during the last few days), there are some qualifications: i) the market is still particularly sensitive to any
slightly disappointing data or news release, reacting with sharp corrections in some cases (short-term
realized volatility is still high among these assets); ii) although yields are moving away from lows, they
hardly have momentum to consolidate higher levels (10Y bonds just 20 bps up from late August lows);
iii) risk elements are turning away from cyclical factors towards financial ones -especially in the Euro
zone- while solvency and financing issues of some banking entities are still present; iv) in fact, the euro
can hardly capitalize on an improvement against the dollar (it remains at the low end of its range at
around EURUSD 1.27) at a time when the greenback is losing ground at a global scale (1% down in its
effective exchange rate due to its role as a safe haven). These factors continue to be enough to remain
cautious ahead of any fresh attempt at a further improvement by the markets. Still limited room on the
upside for rates and for euro improvements.
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European banks return to primary markets

As expected around this time of the year, a noticeable surge in European banks issuance has taken
place over the last three weeks, just after the usual summer break. In particular, some Spanish banks
and savings banks took advantage of the window of opportunity following the stress test exercise in
late July issuing more than €7 bn since then. Nonetheless, only a selected group of Spanish institutions
have been able to tap primary markets, which leaves out around 45% of the Spanish financial system.
This pick up in issuance activity for some Spanish institutions has certain characteristics: 1) most of
new issuance revolves around covered bonds which grants more protection for bondholders than
senior unsecured debt; 2) the maturity of the new debt issued is relatively short at around 3 years or
so; and 3) new-issue spreads are extremely wide by past standards which increases the companies’
funding cost. However, we note that this is partially compensated by very low all-in yields considering
current swaps levels. Regarding the rest of the EMU, only the strongest institutions have been able to
sell their bonds so far (in line with the Spanish case), but with longer maturities. In this context, while
recent issuance activity is encouraging and has some positive implications, debt markets are still
far from normalized. The key question remains whether bond markets will re-open more broadly for
institutions and subnationals of peripheral countries going forward as a large amount of debt will have
to be refinanced over the next 18 months.

The US labour market in the doldrums

Many concerns have been voiced about the US labour market over the last few weeks. For instance,
during the last FOMC meeting, policymakers discussed a variety of ingredients that seem to be
contributing to a slow private job growth. According to the minutes released, the ongoing uncertainty
about a series of factors (e.g. regulation, taxes, healthcare cost) was cited as the main reason making
firms remain reluctant to increase their workforces, thus being the gains from increased productivity
growth, particularly since the end of 2008, the primary source to cope with renewed demand.

The US economy has lost more than 7 million jobs since the start of the crisis. A simple calculation
shows that even if the economy could create 105K new jobs every month, it would take more than 4
years to recover all lost jobs in the recession. Nonetheless, with a growing population and labor force
the US economy must create even more jobs than indicated by recent payroll data, therefore the spectre
of rising long-term structural unemployment seems to gain credence. Contrary to what the Beige Book
outlined this week, recent labour reports provide fresh evidence about this topic. For instance, the
average number of weeks unemployed (33.6 in August) remain close to the maximum point of 35.2
weeks reached in June (16.5 week in December 2007) while the participation rate continues falling.
Some alternative measures of labour underutilization such as the number of marginally attached and
discouraged workers (i.e. people who are willing and able to engage in productive activities, but due to
their lack of success believe that any effort to find a job will be fruitless so they have stopped seeking
employment) also support this finding. The ratio of marginally attached and discouraged workers as a
percentage of the labour force (11.0%) remain close to its peak of 11.5% in December 2009 and well
above the 5% observed at the end of 2007. These trends along with the increasing skill mismatch
between open positions and skills of applicants (August unemployment rate was 9.6% whereas 14.0%
among high school or less) indicate that the US economy is probably facing a serious unemployment
problem. On this regard and unless the economy experiences a positive structural change like in the
90s, we estimate that it could take much more than four years for the unemployment rate to drop
around the pre-crisis levels.

Chart 5
USA: Total Nonfarm Payroll and recessions (Index, T-12 months=100, T=start of recession)
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Calendar: Indicators
USA: Industrial Production (August, September 15th)

Forecast: 0.4% m/m

Consensus: 0.2% m/m Previous: 1.0% m/m

Comment: Industrial production has been increasing since June 2009. However, regional manufacturing
indices suggest that the pace of manufacturing activities at regional levels has been cooling down. ISM
Manufacturing prints for August support this view. Although the index was still above 50, indicating a
growth in manufacturing production, the pace has slowed down in the last couple of months. Market
impact: A large negative surprise could renew market concers over an abrupt halt.

USA: Consumer Price Index, core (August, September 17th)

Forecast: 0.2%, 0.1% yly Consensus: 0.3%, 0.1% yly Previous: 0.3%, 0.1% yly

Comment: Consumer price index has been followed more closely due increased risk of a deflation. We
expect both core and headline inflation would continue to increase moderately in August. The minutes
combined with Bernanke’s recent speeches in August imply that the Fed will remain in its wait-and-
see mode in the near term before shifting its policy orientation and stands ready to act aggressively if
conditions warrant. Therefore, we expect both inflation rates to remain stable and positive but low in
the near term. Market impact: Although the probability of a deflation is low, a negative surprise would
restart the discussion over deflation scenarios.

Eurozone: IPI (July, September 13th)

Forecast: 0.6% m/m Consensus: 0.3% m/m Previous: -0.1% m/m

Comment: We expect industrial output to have increased slightly in July, after being flat in the previous
month, consistent with the improvement observed in both industrial orders in recent months (especially
from abroad) and managers’ confidence in July. Nonetheless, both indicators suggest that the upward
trend is slowing. Overall, the strong recovery of industrial sector should be decelerating due to the
weakness of both domestic and foreign demand. Market Impact: A significant negative surprise would
raise market concerns over the path of expansion through H2.

Eurozone: Exports (July, September 16th)

Forecast: 1.4% m/m Consensus: n.a. Previous: 5.2% m/m

Comment: After strong growth in June, exports are expected to moderate markedly in July. They are
already close to pre-crisis levels, recovering from a cumulative drop of around 25%. Expectations on
foreign trade showed mixed signs from surveys by the EC (moderate increase) and PMI (moderate
decline), but in both cases they suggest that exports growth are likely to moderate in coming months, in
line with recent doubts over the US cycle and the moderation observed in some Asian economies. We
see the cyclical peak in exports behind us. Market Impact: A negative surprise could have a relevant
market impact by raising concerns over a sudden slowdown.

China: Industrial Production (August, September 11th)

Forecast: 13.2% yly Consensus: 13.0% yly Previous: 13.4% yly

Comment: We expect a continued moderation in China’s industrial production (IP), in line with the
deceleration trend of the past four months (IP peaked at 18.1%y/y in March). The moderation trend
is in line with our soft-landing scenario as the authorities seek to restrain rapid credit growth and
investment. IP will be released along with several new monthly indicators, including urban fixed asset
investment, retail sales, and new loans. Market Impact: Following last month’s upturn in PMI, a higher-
than-expected IP outturn would help ease concerns.

India: Wholesale Price Index (August, September 14th)

Forecast: 9.5% yly Consensus: 9.6% yly Previous: 10.0% y/y

Comment: India will release its August whole sale price index (WPI) on September 14. Inflation in
India has been among the highest in Asia, together with Vietnam, due to demand pressures from rapid
economic growth and rising food prices. We expect inflation to decelerate in August due to a further
decline in manufactured goods’ prices and base effects from the previous year. Market Impact: A
higher-than-expected reading may trigger even more aggressive interest rate hikes by the Reserve
Bank of India.
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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”.



