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-conomic Watch

EAGLEs

China is the only global creditor within
BBVA EAGLES

In recent years, we have witnessed the rise of Emerging Markets (EM) to the point that some of
them have become members of the top 10 largest economies. In this new reality, it is worth
wondering if those changes have been reflected in the balance sheet of the world economy’. As
BBVA Research, of even more interest is assessing what is the position of those we have
defined as the most promising emerging markets, namely the EAGLEs.

A quick glance at the dynamics of the international investment position (IIP), during 2005 and
2010 concludes that China is the only global creditor within the EAGLESs. Together with Japan
and Germany, China has become the world’s largest creditor. As long as other EAGLES continue
with their developmental process, it is not likely they will become world creditors, although their
|IP is expected to become less negative. At the same time China will continue to strengthen its
influence on EM by providing funds for their investment projects.

e The myth of shifting wealth to EM: Most of the largest emerging markets are
actually net debtors in IIP terms. China is the single major net creditor out of the BBVA
EAGLEs

o Globally other than Asia, only Germany stands out as a large net creditor

o Free trade is not to blame for China becoming such a large net creditor,
it is the huge savings rate

o China will further increase its influence on other EM since it will need to

diversify its positive IIP away from reserve assets to FDI and away from the
developed to the emerging world. This, again, gives a great opportunity to BBVA EAGLES,
other than China, as potential recipients of Chinese FDI.

Chart1
Change in the net International Investment Position
(between 2005 -2010, as % of the aggregate GDP of these economies)
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1: Itis also important to highlight that the sample of economies analyzed, does not include the Gulf Cooperation Council (GCC) economies,
where big oil exporters are also expected to be big savings exporters mainly through their sovereign wealth funds (SWF).GCC includes:
Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and the United Arab Emirates.



BBVA

Economic Watch
Hong Kong, 10" February 2012

A cursory glance at the International Investment Position (lIP): the easiest

way to measure external wealth

The lIP is the balance sheet of an economy with the rest of the world. It summarizes the
international assets and liabilities an economy holds. They are grouped within five categories:
foreign direct investment (FDI), equity and debt portfolio investment, financial derivatives, other
investments (mainly short term credits) and reserve assets. The difference between assets and
liabilities is the “net position” which can be either positive or negative, indicating whether a
country is a net creditor or debtor with the rest of the world. Creditor economies can use their
net assets to fund current account deficits in the future without increasing their external
vulnerabilities. On the other hand, debtor countries must implement policies such that their
current account deficit path is “sustainable”, in order to avoid reaching a negative lIP that is
unbearable. Special attention should be taken on the deficit in the net portfolio investment flows,
since this means an economy is more dependent on external savings to fund their excessive
expending.

The myth of shifting wealth to EM: Most of the largest emerging markets are
actually net debtors in IIP terms. China is the single major net creditor out of

the BBVA EAGLEs

Within the EAGLES? China is the biggest supplier of credit whereas Brazil, Mexico, Turkey and
Indonesia are the biggest debtors. The net position of the EAGLES is negative, which is not
surprising considering they are developing economies which require external funding to
finance their current investment projects (charts 2 & 3).

All other EAGLESs are net debtors, except for Russia whose surplus is negligible. They have all
followed the same strategy of accumulating reserve assets, but it has not been enough to offset
the increasing debtor position in FDI and portfolio investment (chart 4). However, this trend
confirms the interest in these economies given their expected high growth rates. At the end
their revenues will increase remarkably contributing to reduce their current debtor status.

One interesting case is Korea who is the only EAGLE holding an FDI positive net position. This is
a conseqguence of the reallocation of the manufacturing production process which has
happened in recent years. It is also evidence that Korean corporations are in a new stage of
developmental process becoming transnational world players.

Globally other than Asia, only Germany stands out as a large net creditor

The highest increase in IIP from 2005 up to 2010 was observed in the Asian economies as they
generally maintained high savings rates (charts 5 & 6). In terms of world GDP? the net IIP of the
region almost doubled. In addition to China, Japan, Singapore and Hong Kong have increased
their net IIP the most either by augmenting their net portfolio holdings (equity or debt) or by
raising their reserve assets (chart 7). As a consequence, this situation has created an interesting
paradox, since at the same time some of the Asian economies (China, Hong Kong and
Singapore) are main recipients of FDI inflows but also massive savings exporters. It is also worth
highlighting the fact that Japan holds the largest net FDI surplus in the region and the second
highest within the sample of 62 economies, which is also a result of its own reallocation of
manufacturing strategy in Southeast Asian economies.

Western Europe? is still a net debtor, although it has reduced significantly the negative net IIP
and in 2010 was close to be in equilibrium (charts 5 & 6). This is the result of an asymmetry
between the increases in debtor position in most of the peripheral countries (resulting from the
rise in private and public debt during the pre-crisis years) and core economies (ie. Germany,
Switzerland, Belgium, Norway and the Netherlands) which maintained low consumption rates
during that period. This is clear evidence of the need of rebalancing within Europe as part of the
solution to the current crisis.

2: EAGLEs is a grouping acronym created by BBVA Research to identify all emerging economies, whose expected contribution to world
gross domestic product (GDP) in the next ten years is expected to be larger than the average of the G7 economies, excluding the United
States.

3: A sample of 62 economies whose aggregated GDP represents almost 93% of Word GDP in US dollars according to IMF database.
Given the lack of data on IIP, GCC economies are not considered.

4: Western Europe includes: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Iceland, Ireland, Italy, Luxembourg, the
Netherlands, Norway, Portugal, Spain, Sweden, Switzerland and the UK.
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Free trade is not to blame for China becoming such a large net creditor, it is

the huge savings rate

Economic literature® has identified as determinants of the net IIP the following variables: GDP
per-capita, the public debt level as percentage of GDP and the old-age dependency ratio
(population above 65 years old). The use of the latter is justified on the life cycle hypothesis,
which characterizes age groups according to their consumption, investment and saving
patterns. People at retirement age should have the highest net asset position, with both real and
financial assets and marginal liabilities, in contrast to younger people at the start of their working
life. However, an aging society could eventually reduce its aggregate net foreign assets position
as people will tend to use their savings and also be less able to leave inheritance. Other variables
should also be considered determinants of the external balance, such as: the terms of trade,
reallocation of manufacturing and precautionary savings.

When considering the change in the net IIP between 2005 and 2010, it is clear Asian economies
have become the most important savings exporters’ worldwide. However, regional
aggregations hide other important results. Japan, China and Germany were the economies
which increased the most their net IIP during those years, as a conseguence of their impressive
current account surpluses (charts 8 & 9), which are part of what is known as the global
imbalances. Germany is similar to Japan in the sense it has increased its net FDI, but has also
become the largest supplier of short term credits.

The reallocation process of manufactures production does not seem to be the main driver
when trying to explain the change in net lIP. All G7 economies, except Germany, have reduced
their shares of manufacturing exports in the last decade (chart 10). On the other hand, in the
case of China, this process is clearly behind its huge trade surplus which ended with the
impressive growth of its international reserves (chart 10).

The savings rate of the economy seems to be one of the most relevant determinants. When
comparing the G7 and the EAGLEs (charts 12 & 13), China, Japan and Germany have the highest
rates. When trying to understand what explains this behavior other factors should be
considered, for instance the current stage of development and the guality of social protection
networks which may stimulate a higher rate of precautionary savings. Excluding China,
although all other EAGLESs economies have larger savings rates than Japan and Germany
(except Mexico, Brazil and Turkey), the resources required to finance their current growing
process are larger and thus the change in their IIP is negligible or even negative.

There are many reasons behind the Asian high savings rates. In the case of China, State Own
Enterprises (SOEs) hold large reserves to fund their investment projects, households have been
advised to hold precautionary savings given income inequality and lack of safety; hence
consumption rates still remain low in China. In the case of Japan, the already high private
savings rate has increased further, raising the Ricardian equivalence hypothesis among
households and corporations given the inconvenient public debt and deficit.

Concerning the rise of commodity prices, in particular for energy like oil (chart 14), it is true there
is a sensitive income transfer from households living in net import to export economies;
however this shock has been more than offset in the cases of Japan and Germany.

China will further increase its influence on other EM since it will need to
diversify its positive IIP away from reserve assets to FDI and away from the
developed to the emerging world. This, again, gives a great opportunity to

BBVA EAGLEs, other than China, as potential recipients of Chinese FDI

The EM will also rebalance their pattern of savings and investments. Emerging Europe will
intensify the adjustment towards a sustainable growth path with lower investment rates.
Turkey' s rebalancing should imply a correction of its current account deficit through higher
savings rates and current short term finance should be replaced by FDI inflows. In Latin
America, Brazil and Mexico are expected to maintain their strong fundamentals, (fiscal and
external balances) and their net IIP will start to increase as long as their transnational companies
accelerate their expansion strategies, thus increasing their FDI outwards.

As long as EM, in particular EAGLESs, continue their development process, it is not likely they will
become the world’s creditors, with the exception of China which will continue playing in a

5: Philip R. Lane and Gian Maria Milesi-Ferretti, (2001) Long-Term Capital Movements. NBER Macroeconomics Annual 2001, Volume 16
Philip R. Lane and Gian Maria Milesi-Ferretti, 2000) External Capital Structure-Theory and Evidence , IMF Working Paper No. 00/152.
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league of its own. For the moment, Asian economies (and for sure oil exporter countries) have
the largest investment pools in the world. (Chart 15)

It is also expected a portfolio rebalancing towards higher FDI in the case of China at the
expense of a decline in their reserve assets. Also change can not be ruled out in the currency
composition of those reserves. On the other hand, their household consumption may rise faster
if the ongoing pension reform has the desired effects of creating an efficient social protection
network® Concerning EM, the Chinese portfolio reallocation should benefit them by increasing
the funding available to finance investment projects, in particular infrastructure, in order to
consolidate their development process through higher FDI and also portfolio investment..

Chart3
Chart 2 EAGLEs: change in net lIP (between
EAGLEs: net IIP (as % of EAGLES’ GDP) 2005-2010, as % of EAGLEs’ GDP in 2010)
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Chart4 Charts
EAGLEs: net IIP in 2010 (as % of GDP) World*: net IIP (as % of World*'s GDP)
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6: Zhigang Li and Mingin Wu, Estimating the Incidences of the Recent Pension Reform in China: Evidence from 100,000 Manufacturers,
BBVA Research 2011, working paper.
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Chart 6
World*: change in net lIP (between 2005-2010, Chart 7
as % of World*'s GDP in 2010) Asian economies: net IIP in 2010 (as % of GDP)
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Chart 8 Chart9
G7: accumulated current account EAGLEs: accumulated current account
balance 2000-2010 (as % of 2010’s GDP) balance 2000-2010 (as % of 2010’s GDP)
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Chart 13
Chart 12 EAGLEs: gross national savings rate
G7: gross national savings rate (as % of GDP) (as % of GDP)
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Chart 14
Commodities price index
(2005 =100, accumulated % variation)

Source: BBVA Research and IMF WEO

Chart 15
Sovereign Wealth Funds
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Chart 17
Chart 16 G7:changein net lIP
G7:net lIP (as % of G7's GDP) (between 2005-2010, as % of G7’s GDP in 2010)
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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 content 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 (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”), (ii) are persons falling
within article 49(2) (@) to (d) (‘high net worth companies, unincorporated associations, etc”) Of the financial promotion order, or (iii) 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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