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An unavoidable but short Euro
agreement

The EU Council summit of 24-25 March has confirmed the key decisions taken at previous meetings to
create a permanent rescue fund (ESM) with an effective lending capacity of €500 bn, and allows it to
buy bonds in the primary market under strict conditionality. Perhaps the door has been opened to more
flexibility than expected, although it is not clear how this could be used (see highlight). The framework
for prevention of future crises seems robust, but the EU seems to have avoided directly confronting the
solvency issue which is at the heart of the current crisis.

The resignation of the Portuguese Prime Minister, after Portugal's parliament rejected the new austerity
measures presented by the government, raises uncertainty on the Portuguese Economy (see highlight); but
Portugal fears have not affected European assets or Spanish contagion.

Tightening goes ahead

Despite the recent problems in Portugal, the Japanese tragedy and the geopolitical risk in MENA
countries, the ECB is continuing with its hawkish tone, suggesting it will hike interest rates at its next
meeting. Similarly, China has increased its reserve requirement ratio again, suggesting a tighter
monetary policy than expected (see highlight).

On the economic side, the Eurozone PMI index for March was in line with expectations, but moderating
slightly after record-high levels observed in previous months. The March data was probably negatively
affected by recent events such as the spike in oil prices or the increase in expectations of the ECB rate
hike in April. Meanwhile, in the US jobless claims showed further improvement in the US labor market. Next
week: the Eurozone March CPI and the US March payroll will be the main focus of the market.
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Highlights
Portugal closer to a rescue, contagion to Spain unlikely

The resignation of PM Socrates raises uncertainty on the Portuguese economy.

China hikes the RRR yet again to withdraw liquidity

The third hike in the RRR so far this year marks an aggressive tightening campaign.

Implications of a Second Homeland Investment Act
The HIA will generate $600bn in flows, which would largely go to dividends and buybacks.

Agreement on the structure of the ESM mechanism
The effective lending capacity of the ESM will be €500bn.
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Markets

Logically counterintuitive equity markets

As on other occasions, equity markets are doing the opposite to what they might initially be expected
to do. Portugal is on the verge of a bailout, but all of the European equity markets have risen, including
Portugal’s. If we look at the situation in more detail, the positive reaction makes more sense: 1) this
is no surprise and would be a manageable amount at a European level; 2) the key to sovereign and
systemic risk in Europe is Spain and we insist on our view that the country is solvent; 3) the European
rescue funds are being extended; 4) the Pact for the Euro heads in the right direction, i.e. improving the
economic outlook, but it can be improved; 5) the world moves to the rhythm of emerging markets, and
if they continue to grow, equity markets will price this in; 6) following weeks of uncertainty over Japan
and Libya, some appetite for risk has again appeared in speculative assets such as commodity-linked
currencies (the Australian dollar is heading towards new highs vs. the US dollar) and commodities that
are most strongly linked to the cycle such as copper and nickel; 7) US companies are set to repatriate
USD600bn in earnings from subsidiaries, which should make it clear that there is enough money to
raise dividends, buy back shares, step up investment or get involved in M&A, and; 8) equity markets
are quite simply cheap, because in our view forecast earnings are robust (P/E 11e S&P 500 13.5x,
EuroStoxx 50 9.9x e Ibex 35 10.8x).

Portuguese risk favours our bias towards flattening

In the coming days the short end of the euro curve should continue to move within a limited range: although
yields have risen recently towards the highs seen in early March due to the reinforced prospect of a hawkish
ECB from April, they do not seem to have the momentum to breach these levels. In addition, the long ends
may have some room on the downside as a result of the effect the Portuguese crisis may have on safe
haven assets. This risk has meant that the German 10Y has found some underlying demand as seen at
the last auction, which hit highs not seen since 2002 (bid-to-cover of 2.2X). This downward trend in the
10Y (and decoupling with the 2Y) may become accentuated in the short term as news emerges regarding
Portugal, still favouring our bet on a bias towards flattening in the 2/10Y curve.

Ratings downgrades are all around

Political uncertainty and the rating downgrades by S&P and Fitch in Portugal have hardly had any
impact on the 5Y CDS of the Portuguese entities with the best credit metrics. It is important to note that
Portuguese bank’s credit and solvency profiles are very different to their Irish counterparts’. Portuguese
banks have limited exposure to real estate and there has been no real estate bubble in the country.
Nonetheless, the greatest challenge that Portuguese entities face is difficulty in obtaining wholesale
funding as a result of sovereign risk, making some entities highly dependent on the ECB.

In the case of Spain, Moody’s downgraded the rating on the senior debt of 30 Spanish entities, two
of which by four notches, maintaining its negative outlook. This downgrade is not merely a result of
the previous downgrade of Spain’s sovereign bonds to Aa2, but also of a change of methodology
at Moody’s. The agency has recalculated future systemic support for senior debt issued by smaller
entities, since it believes that they are unlikely to be rescued by the sovereign authorities..
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Europe Portugal closer to a rescue, contagion to Spain unlikely
Miguel Jiménez The resignation of PM Socrates raises uncertainty on the Portuguese economy. Early elections are
mjimenez@grupobbva.com very likely. Despite the talk of a grand coalition government in recent days, this scenario is highly
+34 915373776 unlikely, especially considering that political considerations, rather than disagreements on economic
Asia policy targets or measures, led to the PM’s resignation. The baseline political scenario is of elections
Stephen Schwartz in early-mid June. The main opposition party PSD clearly leads the polls. On the financial side, it is
stephen.schwartz@bbva.comhk  clegr that higher uncertainty could put more pressure on Portuguese spreads, reducing the availability
+8522582 3218 of funds and increasing the probability that Portugal will have to ask for financial help. Even if Portugal
Us is forced to ask for a rescue in the short term, it is difficult to see how the conditionality attached to it
Nathaniel Karp would be agreed between the main parties, and accepted by the EU at a time when large EU countries
?f;')"‘;q'g'ék;1r%%g3t"’a°°mpass'com want to reinforce conditionality. Hence, even if Portugal is forced to go to the ESFS ahead of the
elections there are technical and political hurdles to be overcome, and the Portuguese debt maturity
calendar is challenging in the short term. The Portuguese Treasury faces €12.4 bn between April and
June 2011. According to our estimates, Portugal is funded until mid-June, which implies that in any
case it will need additional funding ahead of the formation of a new government, if there is no demand
in coming auctions. We estimate the amount of Portugal’s potential bail-out to be around €80 bn. The
contagion to Spain through trade flows will be negative but limited (see or G. Weekly January 14th).
Also, the Spanish financial system’s total exposure to Portugal is limited, equivalent to 2% of Spanish
banking assets. In any case, the financial channel should be the most important, in that way Spain
has to reinforce its commitment with structural reforms. In this regard Spain has been one of the few
countries to announce specific commitments at the EU Council summit.

China hikes the RRR yet again to withdraw liquidity

China’s central bank announced another 50 bps hike in the required reserve ratio (RRR) on March
18th. This marks the third hike in 2011, on top of six hikes in 2010, and is the latest move by the PBOC
to tighten liquidity and contain rising inflationary pressures. It is expected to drain around RMB 360
billion from the banking system, on top of complementary open market operations expected to drain
an additional RMB 103 billion. The RRR for large banks now stands at a record 20% while the ratio
for small banks stands at 18%. The move comes amidst evidence of strong capital inflows (Jan-Feb
FDI inflows were up by 27.0% yly), suggesting that the capital inflow is regaining its strong momentum
and, as a result, adding extra liquidity into the banking system, despite a recent narrowing of the
trade surplus. The latest hike means that monetary policy has been tightened more aggressively than
previously expected, in response to rising inflationary pressures. Nevertheless, the growth outlook
appears intact, with the tightening measures coming on top of stronger than expected momentum. We
now anticipate additional RRR hikes amounting to 100-200 bps this year. On interest rate hikes, we
maintain our previous projection of two more 25 bps hikes by end-year.

Implications of a Second Homeland Investment Act

The Homeland Investment Act (HIA) is a renewed program to allow repatriation of foreign profit back
to the US at a favourable rate. The revival of the program has come up in the context of broader
corporate tax reform in the US. From a political standpoint, Obama administration officials are unlikely
to approve this tax break without including it within a more comprehensive tax overhaul. Back in 2005
most repatriation went to share buybacks and dividends to shareholders. The investment in training,
plant and equipment did not materialize, and proponents of the tax break do not expect a different
outcome. The HIA will generate $600bn in flows, which would largely go to dividends and buybacks.
Another likely use of funds will be for merger activity, which may speed up industrial restructuring
in the US or accelerate industrial concentration. Repatriated profits, given their bent towards share
purchases, would be akin to QE3. Given the rapid recovery in major stock indices, the marginal benefit
of more wealth effects is likely to be small and may instead increase vulnerabilities in the financial
> system. Additionally, dividend income is highly centred in the top quintile while the spending elasticity
Markets tends to be lower than most other income sources. The inflows will be bullish for the dollar, but other

= factors will pull against this currency, such as: inflation pressures and the fiscal situation.
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Economic Analysis ~ Agreement on the structure of the ESM mechanism
The EU Council agreed on the structure of the European Stability Mechanism (ESM). It will have a
total capital base of €700bn, of which €620bn will be callable capital and guarantees and €80bn will

Financial Scenarios be paid-in capital, which will be paid during five years, instead of three years, starting in 2013. But to
Cristina Varela Donoso ensure the ESM will achieve the maximum credit rating, member states are committed to accelerate
i‘éjrglf %%rggggbva'com the provision of appropriate instruments in order to maintain the minimum of the 15% ratio between of

paid-in capital and the outstanding amount of ESM issuances if needed. The ESM will have preferred
creditor status, although the IMF’s preferred credit status will be higher than that of the ESM. The ESM
will have an effective lending capacity of €500 bn. The price margin of the ESM will be lower than the
current EFSF (see velow table) and the pricing structure of the ESM will also be reviewed periodically,
reducing the risk of debt restructuring. The ESM will provide loans, but in exceptional circumstances it
can also purchase debt in the primary market, subject to a strict plan. However the Board of Governors
may review the instruments at the ESM’s disposal and may decided to make changes to the menu of
instruments. This opens the door to credit lien or to purchase debt in the secondary market, among other
instruments. Nevertheless, to access the ESM a debt sustainability assessment will be required. Finally,
the EU council estimates that the increase of the EFSF effective lending capacity to €440bn will be ready
in June. In all, we are far from an ideal governance framework: liquidity problems are partially solved, but
the threat of debt restructuring remains.

Table 1
Main Differences between the Current EFSF and the Permanent ESM
EFSF ESM
To be in forces Until June 2013 From June 2013
Capital base (include guarantees) 440,000 700,000
Guarantees or callable capital 440,000 620,000
Cash Capital 0 80,000
Cash Buffer” 111,000 -
Effective lending capacity (current)** 255,000 500,000
Cost of loan (current) bps up to 3Y 300 200
bp***
extra cost for loan longer than 100 per year 100
3Y (bp)
Access to the Fund Conditionality Debt sustainability assessment will be
required
Instruments Loan Loan

Exception: subject to a strict plan To purchase debt in primary market ~ To purchase debt in primary market
Credit Status No preferred credit status Preferred credit status
Credit Rating AAA AAA Expected

* Cash buffer= ((total guarantees/1.2)-(total triple A guaranties * 1.2)).
**in EFSF Lending capacity= Amount of Triple A countries * 1.2.

*** The pricing structure of the ESM funding will be reviewed periodically.
Source: EU Council and BBVA Research
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Calendar: Indicators

Eurozone: Flash HICP inflation (March, March 31st)
Forecast: 2.5% yly

Consensus: 2.3% yly Previous: 2.4% yly

Comment: We expect headline inflation to accelerate slightly to 2.5% in March, from 2.4% yly in
February. Although the detailed breakdown will not be released next week, our projections show that
core inflation could have increased again to 1.2% yly, driven by an expected rebound in the prices of
non-energy industrial goods, after the end of winter sales. Processed food prices are likely to have
increased further, while service inflation should have remained broadly stable. In addition, recent fuel
prices available for March suggest that energy prices should have increased further, but at a more
moderate pace. Market Impact: Afurther acceleration in core inflation could increase market concerns
about tighter ECB monetary policy in order to face second round effects.

Eurozone: Unemployment (February, April 1st)

Forecast: 9.9% Consensus: 9.9% Previous: 9.9%

Comment: The unemployment rate is expected to have remained stable in February, after declining in
the previous month. Although economic activity could have gained momentum in Q1, we still do not see a
sustained drop in the unemployment rate. However, soft data showed that hiring intentions have improved
slightly in recent months, but they might be dampened by increased uncertainty about the economic outlook
in coming quarters, resulting from the negative impact of interest rate hikes, as well as higher oil prices.
Market impact: No major surprises are expected. A negative surprise would be interpreted as a sign of
renewed downward pressure on economic activity.

Non-farm Payrolls (March, April 1st)

Forecast: 195K Consensus: 190K Previous: 192K

Comment: In the last three months, the unemployment rate declined unexpectedly from 9.8% to 8.9%,
which is the lowest level since March 2009. However, the sharp decline in the unemployment rate was
mainly due to decline in the labour force participation rate. In February, it was at 64.2% which is the
lowest level since March 1984. Last month, total non-farm payroll rose 192K while the private sector
created 222K new jobs. In other words, the government sector lost 30K jobs and continued to drag the
labour market. Regional and local governments are in vulnerable fiscal conditions and therefore, we
do not expect significant employment growth in the government sector. However, the latest initial and
continuing jobless claims indicate that labour market conditions are improving. We expect the private
sector to continue creating new jobs but the unemployment rate looks set to remain at 8.9%. Market
impact: If the private sector creates more than 250K new jobs in March, it would imply a strong labour
market and robust economic activity. Therefore, it would increase optimism in the financial markets.

ISM (March, April 1st)

Forecast: 62.5 Consensus: 61.0 Previous: 61.4

Comment: The Institute for Supply Management (ISM) manufacturing Index, a leading indicator for
economic activity, is expected to increase in March. An index number greater than 50 indicates expansion
in the manufacturing industry in the related month. The ISM manufacturing index has been above 50
since August 2009. The latest report indicates that prices are increasing significantly and inventories have
started to decline in the manufacturing sector. Market impact: If the ISM index increases significantly, it
would indicate strong economic growth in 1Q11 and push equity prices higher.

China: PMI (March, April 1st)

Forecast: 55.5 Consensus: 54.5 Previous: 52.2

Comment: The Purchasing Managers’ Index (PMI) is expected to increase from February’s moderating
outturn, which was partly the result of seasonality from the Chinese New Year. Economic momentum
remains strong despite the monetary tightening measures implemented in first quarter. Market impact:
A higher-than-expected reading might fuel expectations of further tightening measures.
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Markets Data

Close Weekly change Monthly change Annual change
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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.

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) (a) 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.



