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Discussion

GDP « Slow start to 2015 reveals weaknesses other than weather
. . « 2Q-4Q growth at ~3.5% in order to reach 2.9% annual
Offsetting weak growth in « Domestic consumption offsetting slow global demand,

1Q15 pending further rapid USD appreciation

Inflation « Qil prices have stabilized somewhat, holding at low levels
Prolonged period of low « Headline CPI inflation in negative YoY territory to start 2015
inflation « Core inflation not likely to reach 2.0% target until 2017 or later

» Probability for June hike near zero, lift off date remains
Fed unchanged at September

So close and yet so far « FOMC has brought down expectations for pace of
normalization closer to BBVA projections

« Flatter yield curve slope - flight to safety, falling inflation
expectations, carry trade, etc.

Low yields for a prolonged « Yield curve could flatten significantly after first rate hike
period « More moderate future increases in long-term rates

Interest Rates

. « Domestic: steep disinflation, financial overheating, Fed exit
Risks strategy, political brinkmanship, regional shocks (Texas)

1= (o) L ge el o)or| L i o1 @ Global: Slowdown in EM, deflation/recession Europe, financial
volatility, geopolitical threats, etc.
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Weak 1Q GDP growth since the crisis points to seasonal
adjustment issues

Contributions to Real GDP Growth
1Q15 Preliminary, SAAR Percentage Points
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GDP 2Q15

Continued improvement in consumption and business
activity expected to drive 2Q rebound

Real GDP Growth

BBVA Research USA MAI Components
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New concerns over import price deflation; wage pressures
begin to tick upward slowly

Import Prices
YoY % Change
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Monetary Policy

The probabilities of a rate hike in September and October
declined, yet markets still anticipate a move before year-end

Fed funds implied probabilities, first 25bp Fed funds implied probabilities, second 25bp
% %
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April minutes show a Fed still worried on firming “too early”

FOMC Minutes: April 29th 2015 What do we expect?

» FOMC  acknowledged the  recent
slowdown and introduced concerns over
import price declines

= Fconomic activity in 1Q15 “slowed” rather
than just “moderated somewhat” and was
only “in part reflecting transitory factors’

Fed

= NOo specific mention that a rate hike
remains  “unlikely” in  June, vyet the
overview of recent economic activity had
more negative undertones that would not
be consistent with increasing the federal
funds rate at the next FOMC meeting

Timeline

= Monetary policy actions

remain data-dependent

= The probability of an early rate
hike in June is near-zero given
slow activity in 1Q15

= Reinvestments policy to end

after the ZLB lift-off “looks
sustainable”

= Further discussion on
normalization tools (ON RRP.
IOER) and timing

Sept - 2015

Maintaining the
3Q15 baseline

Exit € i
September 2015
First FFR Hike

Strategy

[
1H16
Policy Normalization
Let securities mature/sales
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Baseline Scenario

Ongoing downward pressures on inflation force a revision
to our CPI forecasts

GDP new
old 2.3 2.2 2.4 2.9 2.8 2.8 2.9 2.7
CPI new 2.1 1.5 1.6 0.6 1.9 2.2 2.2 2.2
old 2.1 1.5 1.7 1.5 2.1 2.2 2.3 2.3
Core new 2.1 1.8 1.7 1.6 1.8 1.9 2.1 2.2
old 2.1 1.8 1.8 1.9 2.1 2.2 2.3 2.4
Fed new 0.25 0.25 0.25 050 150 250 3.25 4.00
[eoploid 0.25 025 025 050 150 250 3.25 4.00

* Old as presented in 1Q15 9
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Upside Risk

Limited upside risks when it comes to the timing of the
first rate hike

GDP new
old 2.3 2.2 2.5 3.6 3.4 3.4 3.5 3.5
CPI new 2.1 1.5 1.6 0.9 2.3 2.6 2.6 2.6
old 2.1 1.5 1.7 2.7 2.8 2.8 3.0 3.0
Core new 2.1 1.8 1.7 1.9 2.1 2.2 2.3 2.4
old 2.1 1.8 1.8 2.2 2.5 2.6 2.7 2.8
Fed new 0.25 0.25 0.25 0.75 2.00 4.00 4.50 5.00
[eoplold 0.25 0.25 0.25 150 3,50 450 5.00 5.00

* Old as presented in 1Q15 10



I BBVA ‘ RESEARCH

Downside Risk
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Low inflation, stronger USD, and slow global demand add

downward bias to our outlook
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