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1 A Global Outlook of Anemic and More Fragile Growth

The intensification during the last quarter of 2015 of some of the risk clusters with a global impact led to a further
downward revision of world economic growth forecasts for this year. The transition to a lower growth pattern in
China, with economic reforms and changes to key objectives such as the exchange rate, is being accompanied
by bouts of intense financial volatility and falling commodity prices. All this leads to a much less favorable global
panorama for large commaodity-exporting economies such as Russia or Brazil, but also for those perceived as
more vulnerable financially.

Although the level of activity seen in the second half of 2015 is consistent with quarterly growth of 0.75% in world
GDP, above those seen in the first half of the year, the leading indicators (confidence indices) and the increase
in financial stresses point to more moderate growth in early 2016 than was foreseen three months ago, as
reflected in our estimates for the first few months of the year." If this trend is confirmed, world GDP will grow by
just 3.2% in 2016, repeating the advance of 2015 and postponing the recovery to 2017 when it should reach
rates of around 3.5%. This lower growth rate, still the lowest since 2009, reflects slackening demand in the
emerging economies, particularly those of Latin America, which look like contracting for two years in a row.
Recovery in the developed economies is still fragile, and highly dependent on the eventual impact of the
slowdown in world trade and the increase in financial instability on industrial output, corporate capital
expenditure decisions and consumer spending. With the US growing at 2.5% and the euro zone by less than
2%, the tenuous improvement in activity in the developed economies as a whole will not be enough to offset
emerging markets' expected relatively poor performance.
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The recent behavior of the financial markets is largely explained by doubts about the strength of the world
economic cycle. Activity indicators continue to show the greatest degrees of deterioration concentrated in
manufacturing and trade; as to the former, world output grew by less than 2% YoY (the lowest rate since 2012),
while in the case of exports, weighed down by developments in the U.S. and emerging Asia, the increase from

! Estimate based on the BBVA Research global activity indicator (GAIN). Details of methodology at http:/bit.ly/1nI5RIn
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the previous year was less than 1% (figures to October 2015 in both cases). Activity in services, which until now
had benefited from the recovery of private consumption in the major developed economies, is also starting to
show signs of less dynamism.

Even leaving the extent of China's slowdown out of the equation, the fact that the major emerging economies are
all being affected by the persistent fall in commodity prices (with only a few net oil-importing countries likely to
benefit from cheaper energy) has contributed to increasing risk aversion on a global scale. Moreover, a further
source of uncertainty has arisen in the form of the Chinese yuan, a reserve currency with an exchange rate more
subject to market forces since the summer of 2015 and on which the authorities are not succeeding in anchoring
market expectations. In this situation, the capital outflows that the emerging economies have been suffering from
since the beginning of 2015 are rivalling those seen in 2013, when the markets had factored in an interest rate
hike by the U.S. Federal Reserve that in the end did not take place. As shown by the persistent withdrawal of
capital across the board, with very little discrimination among economies, the nature of the current episode is
such that it may have more serious consequences for access to financing and for the growth rate of those
economies that are most reliant on external savings.

China and the Latin American countries are those with the biggest capital outflows and consequently those in
which financial conditions are deteriorating the most. The BBVA Research Financial Stress Index for emerging
countries has climbed back up to the levels seen in the summer of 2015 (first wave of the Chinese stock
exchange crisis), reaching the stress levels of 2011. Unlike back then, volatility remains contained in the
developed economies, in a context in which the reallocation of capital to financial assets with a lower risk profile
is intensifying the flight-to-safety in sovereign bonds of countries such as Japan, the U.S., and Germany.

Figure 3 Figure 4
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The depreciation of emerging currencies, which in some cases has brought their exchange rates to similar or
even higher levels than those seen in the crisis of 2008, is one of the most clear signs of the punishment
suffered by emerging financial markets. In addition to doubts about the effects of China's economic adjustment
on global trading channels and financing, external imbalances, renewed flare-ups of geopolitical tension, and the
constraints faced by the authorities in managing the economic slowdown without compromising financial stability
are growing. In those cases where the cumulative depreciation of the currency is more intense and lasting, rates
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of inflation are starting to pick up and to diverge from the levels set by their central banks as monetary policy
targets. The change of regime in the pricing of the yuan constitutes, without doubt, an additional depreciation
factor for most emerging currencies, in an environment of lower external demand in which a significant
deterioration in the terms of trade may exacerbate the correction of domestic demand.

The dilemma faced by emerging market central banks is heightened by the risks entailed by the accumulation of
debt by the business sector over the past decade and, with greater intensity, from 2007. The abundant liquidity
in the capital markets and the reduction of financial costs were triggers for the private sectors of quite a few
emerging countries to increase the recourse to debt, in many cases denominated in foreign currency. An
increase in financial costs (and corporate credit spreads have come under significant stress in the past few
months), in a context of lower revenues and falling business profitability, may jeopardize debt servicing and lead
to a sharp reduction in capital expenditure, raising credit risk and endangering the stability of the banking system
and the country’s external creditworthiness.

In this regard, the approach to monetary policy adopted by the developed economies' central banks will continue
to be of decisive importance. The start of the process of normalization of interest rates by the U.S. Federal
Reserve in December 2015 has not led to any substantial increase in financial volatility, thanks to the Fed's
repeated assurances that the process will be a gradual one. The majority of Latin American central banks
matched the measure, increasing their reference interest rates in similar or greater proportions, since it was in
their economies that the effect of currency depreciation on consumer prices was being felt most. In Europe and
emerging Asia, management of monetary policy was characterized by stable rates (in consonance with the
strengthening of the stimulus measures by the ECB) or even rate reductions, as in China and India.

Figure 5 Figure 6
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The recent correction in inflation figures in the developed countries in response to falling oil prices and the
renewed fall in medium-term price expectations may once again change how their central banks react; in the
case of the Fed, delaying the next rate hike; for the ECB and the Bank of Japan, making their monetary strategy
even more accommodative. Following the temporary extension of the bond-buying program and the cut in its
deposit facility rate to -0.3% in December, at the beginning of this year the ECB hinted at its readiness to
continue stimulating price recovery. The Bank of Japan has decided to follow the lead of its European
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counterpart in penalizing the holding of liquidity positions, taking reference rates into negative territory. With
average inflation rates in the world's four biggest economies (U.S., Eurozone, Japan, and China) below 1%
since mid-2014, monetary policy in the developed countries will continue to be highly accommodative, even
more so than was being forecast in mid-2015.

However, with this price containment taking place within a context of weak growth in demand, persistently high
indebtedness, and reference interest rates firmly anchored to the bottom, close to zero in Europe and Japan, the
margin for monetary policy to reactivate growth and dispel doubts about the effects of the adjustment in
emerging markets is very limited. This is particularly so when the downturn in emerging market activity is due not
just to cyclical factors but also to a secular decline in key sources of revenue such as the export of commodities.

All the same, the world economy faces limited growth in 2016 (3.2%), similar to that of 2015, and with a balance
of risks showing a negative bias concentrated in the emerging bloc. How China's economy evolves, both as
regards to the degree of slowdown in activity and how the authorities manage the financial imbalances that exist,
will continue to have a significant influence on capital flows and commodity prices in general, not just oil. The
level of corporate indebtedness in those emerging countries most vulnerable to the circumstances described
constitutes an additional source of instability, in a context of lower profits and higher funding costs (high risk
premia). Allied to this, geopolitical tensions in certain parts of the world and the risk of a scenario of low growth
and low inflation in the major developed economies complete the outlook for the world economy in 2016.

(Note: for a more in-depth analysis of Europe and the emerging markets, see our latest Global Outlook).


https://www.bbvaresearch.com/en/public-compuesta/global-economic-outlook-first-quarter-2016/
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2U.S. Economy Powering Through Despite Dreary
Start to 2016

The U.S. economy is expected to maintain a moderate pace of expansion throughout the coming year, around
2.5%, as strong personal consumption helps offset weakness in other areas. Subdued inflationary pressures will
continue for some time, providing a favorable environment for domestic consumers but at the same time putting
pressure on the Fed’s plans for their policy normalization strategy. With the first federal funds rate hike behind
us, we are now facing additional monetary policy uncertainty as the FOMC attempts to assess the impact of
higher rates on real economic activity. Fed communication will be a key component, particularly as we wade
through the murky waters of a vulnerable global economy. Risks to growth remain tilted to the downside, in large
part stemming from abroad as the strong USD and weak external demand weigh heavily on U.S. net exports and
export-oriented industries such as manufacturing.
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Recent economic data are pointing to signs of a slowdown in growth, at least for the first quarter, when the typical
seasonal factors are also at play. Household spending has remained positive but is not quite as strong as we would
expect to see in an environment of persistently low inflation, especially now when the domestic economy is so
heavily dependent on private consumption. Nonresidential and inventory investment have slowed considerably and
are expected to remain weak at least throughout the first part of this year, dragged down by structures (i.e. mining
exploration, shafts, and wells) and uncertainty in future demand, respectively. Talk of an impending recession has
intensified, with many pointing to weakness in industrial production and manufacturing as a sign of negative growth
on the horizon. However, the latest declines in industrial production have been led (not surprisingly) primarily by the
energy sector, with non-energy components still moving along at a healthy pace. In particular, high-tech output (i.e.
computers, semiconductors, communications equipment, etc) has far surpassed its pre-recession and historical
peak. Furthermore, auto production has been very strong, not only driving overall output but also contributing to
gains in consumption as well. In fact, auto production helped boost total industrial production in January at the
fastest monthly pace since November 2014, with manufacturing on the rise for the first time in three months. The
growing gap between manufacturing and services activity has caused concerns that the first might eventually have
a negative impact on the latter, but even this small turnaround helps fend off those fears for the time being.

7114 www.bbvaresearch.com
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Figure 9

Industrial Production: Energy vs Non-Energy

Figure 10
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Regardless, there has clearly been a rise in global financial turmoil throughout the past few months that is
triggering recessionary concerns. Sharp drops in U.S. equities and increased market volatility have dominated,
stemming from concerns on China and other widespread weakness throughout the global economy. Qil prices
have fallen below $30/barrel amid continued strength in the USD, and 10-year Treasury yields have hit a 3-year
low. None of this bodes well for the global economic outlook. However, it is important to remember that financial
volatility comes and goes in the short-term and eventually becomes a story of the past (as was the case back in
September 2015). When it comes to measuring the chance of recession, broad-based models still point to a low
probability. Modelling at-risk sectors (i.e. manufacturing), corporate spreads, and P/E ratios increases the
probability of recession, but all in all it remains relatively low below 20%. We expect that financial conditions will
shake off this turmoil in the coming months as economic data slowly improve throughout the second quarter.

Figure 11
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Oil prices are obviously a key factor to monitor in this scenario. Investment in the energy sector will remain
subdued following a 35% drop in 2015 — the largest annual decline since 1986. However, we continue to expect a
positive impact on consumption via savings at the gas pump, with gasoline prices down 47% since June 2014 and
saving the average American consumer approximately $1,000 over the past year and a half. Our estimates
suggest that a 10% drop in oil prices may increase real GDP growth by 0.1%. Assuming that consumers actually
spend these savings elsewhere, we could see a potential 0.4% boost to growth through the end of 2016 (on
aggregate since mid-2014). This would imply around a 0.1% impact on 2016 alone. However, it doesn’t appear that
consumers are spending all of this extra disposable income, with the personal savings rate at a recovery high of
5.5%. Furthermore, we expect that consumers have become a bit more price sensitive, so a modest increase in
gasoline prices may limit their willingness to spend more, even if prices are still relatively low. Current market
conditions suggest further oil price declines at least throughout the first half of this year, and there remains high
uncertainty from an economic slowdown, financial volatility, and policy responses. However, as oversupply shrinks,
we are likely to see a gradual rebound in prices. Even still, structural trends point to a lower oil price equilibrium in
the mid- to long-run, stabilizing around $60/barrel. For a more detailed outlook on oil prices, see our latest

publication.
Figure 12 Figure 13
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Consequently, inflation remains subdued, particularly at the headline level. Even with favorable YoY
comparisons, we expect headline CPI inflation to reach only 1.3% on average in 2016, accelerating to 2.0% in
2017 as oil prices slowly increase. Inflation expectations have fallen to seven-year lows, suggesting that there
may still be some room left for a pass-through to core inflation, which is expected to hold below the Fed’s target
for the next few years.

The labor market has shown strong improvements throughout the past few years, with the unemployment rate
falling at a faster-than-expected pace as job growth accelerated to a +200K per month average in both 2014 and
2015. In 4Q15, nonfarm payroll growth averaged 279K per month, and the unemployment rate dropped below
the 5.0% threshold to start 2016. However, there are some concerns still lingering despite the fact that we are
back at (or close to) full employment. Wage growth has yet to show significant acceleration and will be a key
focus for the labor market throughout the coming year. Many people are still working part-time for economic


https://www.bbvaresearch.com/en/publicaciones/u-s-oil-prices-black-gold-or-a-black-hole/
https://www.bbvaresearch.com/en/publicaciones/u-s-oil-prices-black-gold-or-a-black-hole/
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reasons or have left the labor force but would be willing to come back if the job (and price) were right. The
participation rate is holding near thirty-year lows in large part due to post-crisis structural challenges and an
aging population. Although the baby boomers are retiring, the share of workers 55 and older in the labor force
has increased, suggesting that many are delaying retirement. Therefore, there is still a large pool of this older
generation left to retire in the next few years, ultimately putting further downward pressure on the labor force
participation rate. However, growing confidence in the labor market and an increase in job availability should
help encourage those marginally attached workers to jump back into the labor force and offset some of the
demographic decline. This plays into the assumption that labor force participation is at the very least stabilizing
at low levels, and may even tick up intermittently throughout the year. Ultimately, this will limit the speed at which
the unemployment rate continues to decline in 2016 as more people reenter the workforce and begin looking for
jobs once again.

Figure 14 Figure 15
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The Federal Reserve has finally moved forward in its gradual process toward policy normalization, announcing in
December 2015 to increase the target range for the federal funds rate to 0.25-0.50%. However, it is likely that
uncertainty will linger even after this initial increase as the Committee takes each additional rate hike on a
meeting-by-meeting basis. Now that the target range is 25 basis points higher, the Fed needs to assess how
markets react and whether the economy can handle such a change. This will take time, and the Fed will hold
tight to their data-dependent strategy, monitoring incoming economic data to confirm that the move is playing out
as expected. There will be particular focus on inflation, with many FOMC members still concerned about the lack
of upward inflationary pressure materializing in the economy. In order to move forward with liftoff, members want
to be certain that the statement and any future communication emphasized “the potential need to accelerate or
slow the pace of normalization as the economic outlook evolved.” They also wanted to make sure it was clear
that they are not committing to a specific pace or size of adjustments with the understanding that the future path
of interest rates could become flatter/steeper if economic activity strayed negatively/positively from their outlook.
The problem is that the latest FOMC projections from December suggest four rate increases in 2016, though at
this point there is very little chance the Fed will increase again in March. Our expectations are for only two
increases this year, considering the time needed to assess the impact from each rate move as well as the slow
and uncertain start to 2016. Market expectations have also declined sharply in the past month, from just one to
no rates increases this year. Renewed volatility in global financial markets has the potential to spook FOMC

10/14 www.bbvaresearch.com
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members again (as was the case in September), and we have already seen some of this come up in meeting
discussions (see the latest FOMC meeting minutes). The FOMC will really need to focus on their communication
in order to maintain a smooth policy normalization strategy going forward.

Figure 16 Figure 17
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Overall, we do not expect to see the next rate hike until 2Q16, with another in December to close out the year at
1.0%. This year will also be interesting because the Fed will seriously begin discussions on implementing other
monetary policy tools in order to reduce the size of their balance sheet. This will warrant a trial-and-error process
as the Fed evaluates the efficacy of each tool and whether they need to introduce new tools or change existing
ones already in place.

Fiscal policy is also playing an important role in the outlook, this time relieving some of the drag on economic
growth for this year with the Bipartisan Act of 2015. Congress agreed to suspend the debt limit until March 2017
and also increased the discretionary spending caps established by the Budget Control Act of 2011. In total,
$80bn in budget caps across defense and non-defense spending were lifted — $50bn for FY2016 and $30bn for
FY2017. Estimated outlays under this new budget will add about 0.15-0.2% to real GDP growth over the next
two years, relative to the pre-budget scenario. This reduced drag from government spending will help offset the
other components that may be weighing on growth for the year.

Also, 2016 is an election year and the presidential race is heating up. There is certainly no clear leader yet, but a
lot can change in the nine months left to go before the official vote. Although we will know the individual party
nominees by the end of the July, there is still a lot of uncertainty about the candidates vying to run this country.
The Republican party stands to benefit from growing national security concerns and economic policy uncertainty.

Given the current state of the global economy, risks to the outlook are tilted to the downside. Most notably, the
strong USD and weak global demand are the ongoing risks to growth, both of which could force the Fed to halt,
or even take a step backwards, in their monetary policy plans. Falling oil prices obviously pose a risk to energy-
dependent states like Texas, where we now expect to see a modest recession for 2016 (link?). On the bright
side, continued declines in oil prices could lead to a potential upside surprise for domestic consumption,
promoting widespread economic confidence.

11/14 www.bbvaresearch.com
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3 Economic Forecasts

Table 1

2014 3014 4014 1Q15 2Q15 3Q15 4Q15 2012 2013 2014 2015 2016 2017 2018 2019 2020

Real GDP (% SAAR) 4.6 43 21 0.6 39 2.0 0.7 22 15 24 24 25 24 213 218 23

Real GDP (Contribution, pp)

PCE 2.6 23 29 12 24 2.0 15 1.0 12 18 21 21 18 17 18 18
Gross Investment 2.0 12 0.4 14 0.9 -0.1 -0.4 15 0.7 0.9 0.8 0.5 11 1.0 11 12
Non Residential 0.6 11 0.1 0.2 0.5 0.3 -0.2 11 04 0.8 04 0.6 0.8 0.8 0.9 1.0
Residential 03 0.1 03 03 03 03 03 03 03 0.1 03 0.4 03 0.2 0.2 0.2
Exports 13 02 07 08 06 01 03|05 04 05 02 00 02 05 05 06
Imports -15 0.2 -1.6 -1.1 -0.5 -04 -0.2 -0.4 -0.2 -0.6 -0.8 -0.6 -0.9 -1.0 -1.1 -11
Government 0.2 03 0.3 0.0 05 03 0.1 0.4 0.6 0.1 0.1 03 0.1 0.1 0.0 -0.1

6.2 6.1 57 5.6 5.4 5.2 5.0 8.1 7.4 6.2 53 48 4.6 45 4.5 4.6
276 245 274 190 251 192 279 179 193 251 228 205 245 265 283 281

Unemployment Rate (%, average)

Average Monthly Nonfarm Payroll (K)

CPI(YoY %) 21 18 12 01 00 01 04 [ 21 15 16 01 13 20 20 21 22
Core CPI (YoY %) 19 18 17 17 18 18 20 [ 21 18 17 18 20 20 21 21 22
Fiscal Balance (% GDP) - - - - - - - 68 41 28 26 31 30 30 36 -38
Current Account (bop, % GDP), 21 22 23 27 25 28 - 28 23 29 26 30 32 32 33 33
Fed Target Rate (%, eop) 025 025 025 025 025 025 050 | 025 025 025 050 100 200 300 350 350
Core Logic House Price Index (Yoyo) 806 621 551 472 489 486 551 | 384 1091 769 499 537 245 243 110 118
10-Yr Treasury (% Yield, eop) 260 253 221 204 236 217 224 | 172 290 221 224 232 288 367 439 456
U.S. Dolar / Euro (eop) 136 129 123 108 112 112 109 | 131 137 123 109 111 116 120 120 120

109.7 1018 764 53.9 61.7 50.2 436 | 1117 1086 99.0 52.4 30.0 45.7 55.7 59.6 59.6

Brent Oil Prices (dpb, average)
Source: BBVA Research & Haver Analytics
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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) (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, S.A. 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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