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Coping with the US debt stalemate

As the US debt ceiling standoff continues, regional investor sentiment has remained guite resilient
even though, as elsewhere in the world, equity markets have been under pressure. Sentiment in
the region continues to be buoyed by Asia’s strong underlying fundamentals, despite rising
concerns that a weaker external outlook could dent export growth. Meanwhile, given their large
holdings of US Treasuries, Chinese officials have issued fresh statements of discontent about the
US stalemate, while at the same time signaling that a large selloff is unlikely (see Highlights).

Inflationary pressures continue despite signs of slowing growth

Inflation releases this past week were generally above expectations, further enhancing the
market’s focus on a batch of CPI outturns for July due out next week. Australia’s second quarter
CPI outturn was ahead of expectations, as inflation rose to 3.6% vy/y (prior: 3.3%; consensus 3.4%),
raising expectations of further rate hikes later in the year despite recent signs of slowing growth.
Singapore’s June inflation outturn rose to 5.2%, slightly ahead of consensus (prior: 45%; consensus:
51%), adding to further currency appreciation. In Japan, both headline and core inflation for June
came in above expectations, which is welcome news given ongoing risks of deflation. Next week,
eyes will be on China's PMI (see weekly indicator) and July inflation outturns in Korea, Taiwan,
Indonesia, Thailand and the Philippines.
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Composition of foreign holdings of US Treasuries
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India hikes interest rates to tame inflation
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Highlights

India surprises with a 50 bps rate hike as its battle with inflation intensifies
The Reserve Bank of India takes an aggressive stand (Chart 2) despite signs of slowing demand
US debt woes to have limited impact on Asian dollar reserve holdings

There are few alternatives to the US Treasuries deep and liguid market for Asian central banks
Vietnam’s struggle to maintain macro stability continues

Markets are unconvinced of the central bank’s commitment to lowering inflation

Source: BBVA Research and Bloomberg
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Richard Li Asian financial markets are feeling the effects, albeit rather limited, of the fallout from tensions over

richard li@bbva.comhk the US debt ceiling standoff. While stock markets declined steadily toward the end of the week,
they ended mixed for the week as a whole, and regional FX posted modest gains. As no deal is still
in sight entering the weekend, anxiety may continue to build with increases in asset price
volatilities on news flows from the US in the coming days.

Economic Analysis

Inflation concerns send AUD and SGD to new highs

The past week saw AUD reaching a fresh alltime high of 11081 vs. the USD on July 27, though the
pair retraced slightly afterwards to a tad below 11000 on Friday. In addition to USD weakness, the
currency appreciation was driven by upside surprise in Australia’s Q2 CPI (3.6% y/y as compared to
a Bloomberg consensus survey of 3.4%). The data support our out-of-consensus forecast of an
additional 25 bp hike by the RBA in H2 to curb price pressure. AUD responded significantly as the
markets had anticipated rate cuts in the next 12 months, with over 50 bps cuts priced in the OIS
curve. While we anticipated a higher AUDUSD, the sharp increases this week have surpassed our
July target of 10850. We caution that the extended valuation make AUD look vulnerable to
corrections, especially if and when US lawmakers reach a deal on the debt ceiling.

SGD also hit new highs this week, breaching 1.20 vs, the USD on July 27 briefly. But the pair failed to
sustain and climbed back to 12040, little changed from the previous week’s close. The strength in
SGD stemmed from a higher CPI print in June, up 5.2% y/y from 45% in April. Higher inflation
fuelled expectation that the Monetary Authority of Singapore will remain hawkish, allowing SGD
NEER to continue to trade at the upper end of the perceived band. On the one hand, we see little
surprise in June inflation, as we have already flagged that low base effects last year should boost
y/y figures and has been largely anticipated by the markets. On the other hand, we are more
worried about continued strength in domestic demand and tight labor markets, which may keep
inflation elevated for the remainder of the year. The latter developments pose downside risks to
our USDSGD forecasts, currently at 1.2350 by end-2011.

Possibility of Bank of Japan intervention

In light of the stalemate in the US debt debate, investors have been piling funds into safe
currencies and precious metals, stretching valuations in these assets. In particular, risk aversion
sparked a slide in USDJPY, down to 7756 on Friday, a new low since March earthquake. We think
the current strength in JPY is overdone. Coupled with an extended net-long positioning in the
latest CFTC reports, USDJPY seems vulnerable to correction. We caution a possible reversal in the
pair should a last-minute debt ceiling deal be reached in the US before August 2nd, as in our base-
case scenario. We also see the possibility of BoJ intervention should JPY continue to strengthen. In
fact, JPY’s nominal effective exchange rate has been on a gradual rise, not far away from the level
that triggered intervention in March. Markets are aware of this possibility given the latest
comments by the BoJ and have been reluctant to push down USDJPY aggressively.
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India's surprises with a 50 bps rate hike as its battle with inflation intensifies
India's ongoing battle with inflation, among the highest in the region, intensified this week as the
Reserve Bank of India (RBI) surprised markets with a larger-than-expected 50 bps hike in interest
rates at its scheduled policy meeting (see Chart 2 on cover page). The move pushes the
benchmark repo rate up to 8.0%, the eleventh rate hike since the tightening cycle began in March
2010, and only the third 50bp increase (the last increase of this magnitude was in May 2011). The
RBI also raised its inflation outlook for March 2012 to 7.0% y/y from 6.0% previously, while
retaining its projection for GDP growth at 8.0% v/y, broadly in line with our projections.
Policymakers noted that the aggressive approach was warranted as the combination of
commodity price increases and buoyant domestic demand have caused inflation to rise to
unacceptable levels. (Over the past 18 months, inflation has risen to three times the RBI's medium
term target of 3% and about twice its comfort level of 45%). The RBI emphasized that its next
action will be data dependent, and a change in policy stance would be driven by signs of a
sustainable downturn in inflation. Given favorable weather patterns and our outlook for benign
global oil price movements, we foresee inflation trending lower in the months ahead. With growth
slowing, risks are rising that an overtly tight policy could stifle growth momentum, although the
likelihood is still low. Against this backdrop, we believe that RBI has reached the end of its rate hike
cycle, although risks remain on the upside for interest rates.

US debt woes to have limited impact on Asian Dollar reserve holdings

Markets sentiment across Asia has remained generally calm as the US debt ceiling standoff
unfolds, although equity markets have declined and the Japanese Yen has appreciated due to
safe haven effects. A more interesting issue concerns the impact that all of this uncertainty might
have on the composition of Asian foreign exchange reserves. Even if a last-minute debt-ceiling
deal is clinched, as is widely expected, a rating downgrade could still follow, putting the US's AAA-
rating at risk. Since Asian central banks are major holders of US treasuries—the region accounts
for over half of the total held by foreigners, led by China and Japan (see Chart 1 on the cover)—any
shift out of the US dollar could have large effects on global currency and debt markets.
Nevertheless, we believe an abrupt shift is unlikely for the following reasons. First, the impact of
any rating downgrade on bond vyields is expected be limited as domestic demand for US
Treasuries remains hefty. In addition, and perhaps most important, there is a lack of alternatives to
the liquid US treasury market. Indeed, statements by Chinese officials in recent days echo this
theme. In short, Asian monetary authorities are likely to continue their reserve diversification
strategy at a gradual pace, as in the past decade (Chart 5), but they are unlikely to panic.

Vietnam’s struggle to maintain macro stability continues

The latest inflation data release from Vietnam underscores the authorities’ ongoing difficulties in
maintaining macro stability in their overheating economy. Inflation continues to soar, reaching
22.2% y/ly in July, driven by rising food prices which have been exacerbated by successive
currency devaluations (Chart 6). Meanwhile, markets have reacted with skepticism following an
unexpected interest rate cut earlier this month by the Central Bank, which was aimed at achieving
“reasonable” rates for loans for rural and agricultural companies. We expect inflation to remain
high, at around 17-20% y/y through the end of the year. Besides reining in price pressures, policy
makers are facing other challenges such as curbing a wide trade deficit, and stemming downward
currency pressures due to weak market sentiment following last year’'s downgrades by all main
rating agencies to a negative outlook. On the positive side, even though economic growth has

Home eased somewhat, it remains reasonably strong, with Q2 GDP rising by 5.6%y/y, accelerating from
the previous period. Our outlook for GDP growth in 2011 is 6.2% y/y from 6.8% in 2010, in line with

Markets the consensus.
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Emerging economies are been gradually Chart 6
diversifying FX reserves away the US dollar Vietnam’s inflation is accelerating
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Calendar Indicators
Australia Date Period Prior Cons.
House Price Index YoY 2-Aug 20 -0.20% --
Building Approvals (YoY) 2-Aug JUN  -1440%
RBA Commodity Index SDR YoY% 2-Aug JUL 2820%
Retail Sales Ex Inflation(QoQ) 3-Aug 2Q 0.00% --
China Date Period Prior Cons.
PMI Manufacturing 1-Aug JUL 509 502
HSBC Manufacturing PMI 1-Aug JUL 501 --
China Non-manufacturing PMI 3-Aug JUL 57
China HSBC Services PMI 3-Aug JUL 541 --
Hong Kong Date Period Prior Cons.
Retail Sales - Value (YoY) 1-Aug JUN  2780% - -
Indonesia Date Period Prior Cons.
CPI Inflation (YoY) 1-Aug JUL 554% 480%
Exports (YoY) 1-Aug JUN  4530%  45.00%
Imports (YoY) 1-Aug JUN  4850% 32.00%
GDP Constant Price (YoY) 5-Aug 2Q 6.46% --
India Date Period Prior Cons.
Exports (YoY) 1-Aug JUN  5690% --
Imports (YoY) 1-Aug JUN  5410% --
Japan Date Period Prior Cons.
Vehicle Sales (YoY) 1-Aug JUL  -2330% --
Philippines Date Period Prior Cons.
Budget Deficit/Surplus 29J-02A JUN -O6B --
CPI Inflation (YoY) 5-Aug JUL 520% 490%
Korea Date Period Prior Cons.
CPI Inflation (YoY) 1-Aug JUL 440% 440%
Ext Trade - Export (YoY) 1-Aug JUL  1450%  1710%
Ext Trade - Imports (YoY) 1-Aug JUL  2740%  2610%
Taiwan Date Period Prior Cons.
CPI Inflation (YoY) 5-Aug JUL 193% 2.00%
WPI YoY% 5-Aug JUL 394% 428%
Thailand Date Period Prior Cons.
CPI Inflation (YoY) 1-Aug JUL 406% 415%

Indicator of the Week: China’s PMI for July (August 1)
Forecast: 50.2 Consensus: 50.1 Prior:50.9

Comment: The Purchasing Managers' Index (PMI) for July will be closely watched against
the backdrop of lingering worries of a hard landing. A strong Q2 GDP outturn (95% y/y)
allayed such concerns, but they could reemerge as signs of further growth moderation
appear and as the PMI flirts with the important benchmark level of 50 (reflecting
expansion/contraction). We expect the PMI to decline for a fourth consecutive month to
50.2, due in part to seasonal effects (despite NBS efforts to seasonally adjust the series). We
expect a rebound in August, in line with seasonal trends and our soft landing scenario.
Market impact: A lower-than-expected reading, especially below 50, could dent market
sentiment by exacerbating fears of a hard landing.

Calendar Events

Australia - RBA Cash Target, August 2 Current Consensus
We expect no change in the interest rates. 475% 475%
Japan - BOJ Target Rate, August 5 Current Consensus
We expect no change in the interest rates. 0.10% 010%
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% change Yearto % Change

INDEX Last price over a week date over1yY
China - Shanghai Comp. 26950 27 -40 18
Hong Kong - Hang Seng 22405.0 02 27 6.2
Taiwan - Weighted 8654.2 13 35 no
Japan - Nikkei 225 98473 28 -37 16
Korea - Kospi 2139 15 43 208
India - Sensex 30 181942 28 113 11
» Australia - SPX/ASX 200 44345 3.7 65 20
Y Singapore - Strait Times 31764 -0.2 04 6.0
2:: Indonesia - Jakarta Comp 41103 01 1o 327
E Thailand - SET 323 10 96 325
§ Malaysia - KLCI 15475 N 19 139
V) Philippines - Manila Comp. 44916 03 69 310

Last update: Friday, 11.15 Hong Kong time.

% change Forward Forward

CURRENCY Spot over aweek 3-month  12-month

China (CNY/USD) 644 0.09 643 638

Hong Kong (HKD/USD) 779 004 78 8
E Taiwan (TWD/USD) 288 -0.02 2868 2822
X Japan JPY/USD) 776 1.25 775 772
<§f Korea (KRW/USD) 1053 009 105985 107250
5 India (INR/USD) 441 056 445 46
<Z( Australia (USD/AUD) 110 125 1 na.
&5 Singapore (SGD/USD) 120 042 1.20 12
2S5 Indonesia (IDR/USD) 8502 026 8527 8765
G Thailand (THB/USD) 597 024 2989 304
& Malaysia (MYR/USD) 295 071 30 3
x . . .
L= Philippines (PHP/USD) 422 056 4232 4259

[Last update: Friday, 1115 Hong Kong time.
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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 (ii) redistributed or (i) 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.
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