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1 Global outlook: low and fragile economic growth

The global economy has improved over the last three months, as the downward trend in world growth and
the slump in the financial markets have both halted. However, the improvement in recent months is limited.
The pace of global growth in the first part of 2016 will be between 2.6% and 3.0% YoY, still falling short of
the average of 3.2% over the 2011-15 period. Another reason for caution is the deceleration in global trade,
where the growth in goods and services is at its lowest levels since the collapse at the end of 2008.

Figure 1.1 Figure 1.2
World GDP, % g/q. Q1 and Q2 forecasts 2016 Global factor of capital flows decomposition
based on BBVA-GAIN (FAVAR model of portfolio flows)
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The big central banks finally helped to restore the situation in the Emerging Financial markets and
the risk of a dramatic adjustment in the exchange rate, once capital outflows have been curbed,
has also been mitigated. As regards the Fed, the perspective of very slight interest rate hikes relies
on the lack of immediate pressure from prices or wages and the effects of the complex global
scenario on employment in the US. While FED and ECB policies helped to prompt a sharp
recovery in capital flows (Figure 1.2) the truth is that most of the recovery is stemming from the risk
appetite components which could be very volatile. Thus unless fundamentals improve over time
we will continue to be exposed to periods of volatility

The evolution of commaodity prices, particularly oil, has also been positive in the last quarter. Prices
have increased from levels so low that large dollar-indebted corporations from emerging markets
were having troubling servicing their debt. This in turn triggered deterioration in markets and a
negative wealth effect on spending in oil importing economies.

The brighter global scenario is limited in scope and is fragile, however. It does not involve
fundamental changes in the factors which cause a background of low growth with exposure to
many different sources of uncertainty. Another reason for caution is the deceleration in global

trade, where the growth in goods and services is at its lowest levels since the collapse at the end
of 2008.
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2 China’s growth rebounded on policy stimulus

Green shoots emerged in Q1 after the financial tension at the beginning of this year, due to both the
authorities’ stepped-up efforts of growth stimulus and the Fed’s dovish stance of monetary policy
normalisation. In particular, Q1 GDP expanded at 6.7% y/ly (BBVA: 6.5% y/y versus Consensus: 6.7% yly),
marginally down from the Q4 2015 outturn of 6.8% y/y and registering the lowest level since Q1 2009.
Nevertheless, it is still in line with a soft landing scenario amidst escalating financial turmoil early this year.
(Figure 2.1) The latest activity indicators (including PMI and Industrial Production) suggest that the recovery
of growth continued in April, albeit moderated from March. (Figure 2.2)

Figure 2.1 Figure 2.2
Structural slowdown of growth continued but PMlIs and IP indicate some recovery signs of the
some green shoots emerged in Q1 2016 economy
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Inflation picked up while credit binge added to concerns regarding leverage

Inflation picked up significantly. April headline CPI inflation came in at 2.3% vyly, flat with the market
consensus and the previous reading. The rise in the CPl was due to the bad weather, which reduced the
supply of agricultural products, and to the authorities’ demand-stimulating measures (Figure 3.3). The PPI
rebounded on sequential terms although their year-on-year growth rates were still in negative territory. The
suggestion is that the authorities’ easing measures have taken effect.

Total social financing, a broad gauge of credit including bank loans, bond issuance and shadow banking
activities, surged to RMB 2340 billion in March from RMB 824.5 billion in the previous month (Consensus:
RMB 1400 billion). In addition, M2 growth rose to 13.4% yly (Consensus: 13.5% yl/y) from 13.3% yl/y in
February. (Figure 2.4) The credit figures suggest the authorities’ stepped-up easing measures to support
short-term growth took effect in March. However, the credit expansion could aggravate the indebtedness
problem of the corporate sector.
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Figure 2.3

CPI and PPI picked up significantly due to the
higher demand triggered by easing measures
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Figure 2.4
Total Social Financing picked up significantly in
Q1 as well...
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Overheating signs appeared in the property market

Meanwhile, the property market was bumped up significantly in Q1 2016, at the beginning this was mainly
due to interest rate cuts and the removal of some purchase restrictions in order to de-stock the residential
property (Figure 2.5 and 2.6), adding concerns of housing bubbles. As such, local governments in a few big
cities have to reinstate some tightening measures on their housing markets to stem the run-up of property

prices.

Figure 2.5
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Figure 2.6

Housing prices picked up significantly but slowed
in March due to intervention by the authorities
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Slowdown is set to continue in 2016

We have revised our 2016 full-year projection up slightly from 6.2% to 6.4%, reflecting the stronger-than-
expected growth momentum of late. Nevertheless, we expect the ongoing growth recovery to be short-lived,
as it has been primarily driven by the authorities’ stepped-up efforts of counter-cyclical policy loosening.
Meanwhile, a number of structural problems in the economy remain unaddressed and will continue to weigh
on growth prospects in the next few years. We are therefore keeping our growth projection for 2017
unchanged at 5.8%, suggesting a protraction of the structural slowdown. (Figure 3.1) Due to recent strong

outturns of inflation, we are revising this year’s CPI projection upward from 1.7% to 2.3% while keeping next
year’s projection unchanged at 2.7%. (Figure 3.2)

Figure 3.1

Figure 3.2
We revised our 2016 GDP upward to 6.4%

We revised our inflation forecast upward
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Sluggish investment is the main drag on growth

On the demand side of the economy, investment is still subject to severe growth headwinds. The fixed asset
investment can be further broken down into three categories: property investment, manufacturing investment
and infrastructure investment. (Figure 3.3) Despite the recent improvement in the property market,
investment in the real estate sector is still being afflicted by the over-supply problem in the second and third-
tier cities. Indeed, around 70% of floor space under construction is concentrated in these cities. Given the
high level of housing inventory in these regions, real estate developers still appeared conservative in
acquiring lands from the government. As a result, the year-on-year growth of land sales remained in negative
territory in the first quarter whereas the sold floor space surged up to 33% at the same time.

We expect this trend to continue over the next couple of years. The real estate developers could accelerate
investment in their acquired land so as to lock in investment return as soon as possible. However, in the face
of the increasing uncertainties surrounding the economic perspectives, the property developers, in particular
private ones, are still reluctant to acquire new land to make more investment. Moreover, the authorities’

concerns regarding housing bubbles have led to more tightening measures in China’s mega-cities, which
does not bode well for the nascent recovery in the property market.
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Figure 3.3 Figure 3.4
FAI in property market still afflicted by over- ...while the private investment is decreasing due
supply problem to the housing stock is still high
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More worrisome is the investment in the manufacturing sector. Due to the persistent overcapacity problem,
manufacturing firms have become increasingly prudent in their investment decisions. In the first quarter, the
growth rate of private investment (the bulk of which go to the manufacturing sector) declined to 5.7%,
suggesting that the situation had even deteriorated further despite the authorities’ policy stimulus. (Figure 3.4)

All in all, we expect the improvement in infrastructure investment will not be able to offset the downward
trend in the growth of property and manufacturing investment. As such, fixed-asset investment as a whole is
likely to be the main drag on growth over the next couple of years.

Depreciation of the RMB will proceed at a slower pace

Thanks to the successfully launch of this new policy regime as well as the recent weakness of the USD, the
authorities have substantially dampened market fears of any further large-scale depreciation of the RMB and
slowed the pace of capital outflows. In our base scenario, we expect that the RMB will go weaker with
respect to the USD over the next couple of years as the USD is to resume its strength on the Fed’s
prospective interest rate hikes. Nevertheless, based on the recently weaker-than-expected performance of
the USD, we adjust our end-2016 projection of CNY/USD to 6.80 from 6.95 previously. However, we slightly
revised our end-2017 projection of CNY/USD to 7.20 from 7.10 previously.

Table 3.1
Baseline Scenario:

2013 2014 2015 2016 (F) 2017 (F)
GDP (%, yly) 7.7 7.4 6.9 6.4 5.8
Inflation (average, %) 2.6 2.0 1.4 2.3 2.7
Fiscal balance (% of GDP) -1.9 -2.1 -2.3 -3.0 -3.5
Current account (% of GDP) 2.0 25 2.7 2.7 2.5
Policy rate (%) 6.00 5.60 4.35 4.10 3.60
Exchange rate (CNY/USD) 6.05 6.21 6.5 6.8 7.20

Source: BBVA Research

Loosening of monetary policy continues...

7114 www.bbvaresearch.com
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The authorities shifted their monetary policy stance to one of loosening in November 2014 as evidenced by a
series of interest rate and RRR cuts. These easing measures have enabled the aggregate money supply to
grow at a steady pace during the downturn in growth. In the National People’s Congress of March, the
authorities announced this year's M2 growth target at 13%, higher than last year’s target of 12%. That being
said, the authorities will maintain the loosening stance regarding monetary policy throughout the year so as
to achieve their growth target.

It is also noted that the growth rate of the money supply accelerated in the first quarter, even exceeding the
official annual target of 13%. This could lead to overheating and inflation risks. In view of this new
development, the PBoC indicated that it would place its easing policy on hold for the moment. We anticipate
that the PBoC will reinstate easing measures in the second half of the year, as the growth momentum tapers
off again. Compared to three months ago when financial tension was at its peak, we have trimmed our
expectation of interest rate cuts from 50bps to 25bps for this year. Meanwhile, we forecast three more RRR
cuts (cumulative 75 bps) during the rest of the year. (Figure 3.5)

Moreover, a number of unconventional monetary policy tools (namely selective RRR cuts, short-and-medium
term liquidity facility, the Central Bank refinancing to commercial banks, etc.) are to be increasingly used as
China’s monetary policy framework is transitioning toward an “interest-rate-corridor” system. (QOur report
about the PBoC's new policy tools)

Figure 3.5 Figure 3.6
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...while fiscal policy will become more aggressive

In the National People’s Congress of March, the central government announced that this year’s fiscal budget
deficit will increase to -3% from -2.3% last year. In particular, the central government announced that the
new VAT policies will applied to the construction, real estate, financial and consumer services industries,
through which the government can cut tax of around RMB 500 billion (around 0.7% of GDP) for these
sectors. Moreover, the government will continue to streamline administrative procedures in the public service
and reduce relevant charges for individuals and enterprises.

The central government will also try different ways of lending more support to local governments so that they
can boost their economies more. First, the central government will expand the size of the local debt-swap
programme to RMB 5 trillion this year from RMB 3 trillion last year. The programme will effectively reduce
local governments’ interest payments for existing debt as well as refinancing risks. As such, local
governments will be able to have more capacity to support local economies. Second, the authorities

8/14 www.bbvaresearch.com
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increased their support for local economies through the balance sheets of policy banks. In practice, policy
banks extend loans to certain infrastructure projects, circumventing the rule that local governments cannot
directly borrow from banks. Third, the central government can apply regulatory forbearance (in respect of
land acquisition and approval procedures) for local governments to accelerate infrastructure investment.

The structural reforms are slowing

On structural reforms, the authorities are likely to slow down their pace this year in view of escalating
financial tension associated with previously enacted liberalising steps. Instead, the authorities will shift their
priority to the upgrade of the framework of monetary policy and financial regulation. It is reported that a
Central Financial Working Meeting is to be held in June to carve out the new regulatory and monetary policy
framework which will be more suitable for the new environment after the completion of interest rate
liberalization.

Such a change can be regarded as the authorities’ reaction to the episodes of market turmoil in mid-2015
and the start of this year, which reflected the lack of coordination among different regulators. However, we
are not sure whether the PBoC will solely become a super regulator or whether the authorities will set up a
new committee above the existing regulators to coordinate their policy actions. In any case, we expect the
PBoC to consolidate more regulatory powers and play a more important role under the new regulatory
framework.

However, in a few key sectors, the pace of reforms could slow down. For example, in the 13th Five-Year
Plan (2016-2020) endorsed in the National People’s Congress, the authorities avoid mentioning capital
account convertibility and RMB internationalisation. More importantly, the authorities appear to be behind the
curve in the field of SOE reforms, which will have an adverse impact on the economy’s potential growth over
the long term.

Risks are tilting toward the downside

Downside risks to our base scenario still exist, mainly on the effects of the previous financial turmoil and
escalating capital outflows. In addition, financial risks are likely to increase as more corporate defaults occur.
Thus, policy inaction, uncertainty and blunders could exacerbate the situation and even trigger a
hardlanding.

The combination of a potentially strengthening US dollar and a slowdown in domestic growth could heighten
capital outflows in the coming months. In particular, a strengthening US dollar could continue to act as a pull
factor to induce investors to move away from risky assets in China, which seems all the more compelling in
the aftermath of the stock market crash and the sharp depreciation in the RMB. Thus, China’s authorities
would be faced with a policy dilemma between supporting growth on the one hand, and reducing the risk of
abrupt capital outflows on the other.

Another challenge to long-term growth that has emerged is that financial risks are likely to increase as more
corporate defaults occur and as the bank non-performing loan ratio continues to rise. In addition, the
corporate defaults might lead to another round of turbulence in the financial markets, especially the bond
market. However, at the current stage, we see systemic financial risks as manageable, given that the
government is a large stakeholder in the financial sector and that general government debt is still at a
manageable level.
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5 Tables

Table 5.1
Macroeconomic Forecasts: Gross Domestic Product
(Annual average, %) 2012 2013 2014 2015 2016 2017
United States 2.2 15 2.4 2.4 2.5 2.4
Eurozone -0.8 -0.2 0.9 1.5 1.6 1.9
Germany 0.6 0.4 1.6 1.4 1.7 1.8
France 0.2 0.7 0.2 1.2 13 1.6
Italy -2.8 -1.8 -0.3 0.6 1.0 1.4
Spain -2.6 -1.7 1.4 3.2 2.7 2.7
United Kingdom 1.2 2.2 2.9 2.3 1.8 1.9
Latam * 2.9 2.6 0.7 -0.5 -1.0 1.7
Mexico 4.0 14 2.1 2.4 2.2 2.6
Brazil 1.9 3.0 0.1 -3.9 -3.0 0.9
Eagles ** 5.8 5.5 5.2 4.6 4.7 4.9
Turkey 2.1 4.2 3.0 4.0 3.9 3.9
Asia Pacific 5.8 5.8 5.6 55 5.8 5.1
Japan 1.7 15 0.0 0.5 0.8 0.8
China 7.7 7.7 7.3 6.9 6.4 5.8
Asia (ex. China) 4.3 4.3 4.2 4.3 4.4 4.5
World 3.4 3.3 34 3.1 3.2 3.4

* Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela.

** Bangladesh, Brazil, China, India, Indonesia, Irag, Mexico, Nigeria, Pakistan, Philippines, Russia, Saudi Arabia, Thailand and Turkey.
Forecast closing date: 6 May 2016.

Source: BBVA Research and IMF

Table 5.2
Macroeconomic Forecasts: Inflation
(Annual average, %) 2012 2013 2014 2015 2016 2017
United States 2.1 15 1.6 0.1 1.3 2.0
Eurozone 2.5 1.4 0.4 0.0 0.2 1.3
Germany 2.1 1.6 0.8 0.1 0.0 1.2
France 2.2 1.0 0.6 0.1 0.1 1.3
Italy 3.3 1.2 0.2 0.1 0.1 1.3
Spain 2.4 1.4 -0.2 -0.5 -0.3 1.7
United Kingdom 2.8 2.6 15 0.1 0.7 1.6
Latam * 7.8 9.2 12.7 175 32.9 34.4
Mexico 4.1 3.8 4.0 2.7 2.8 3.1
Brazil 5.4 6.2 6.3 9.0 8.6 5.2
Eagles ** 5.1 5.2 4.5 4.4 4.2 4.1
Turkey 8.9 7.5 8.9 7.7 8.1 7.8
Asia Pacific 3.8 4.0 3.3 2.2 2.7 3.1
Japan 0.0 1.6 2.7 0.8 0.7 1.5
China 2.6 2.6 2.0 14 2.3 2.7
Asia (ex. China) 4.7 51 4.4 2.9 3.0 &5
World 4.4 4.2 3.9 3.8 5.0 5.4

* Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela.

** Bangladesh, Brazil, China, India, Indonesia, Iraq, Mexico, Nigeria, Pakistan, Philippines, Russia, Saudi Arabia, Thailand and Turkey.
Forecast closing date: 6 May 2016.

Source: BBVA Research and IMF
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Table 5.3

Macroeconomic Forecasts: Exchange Rates

Annual Average 2012 2013 2014 2015 2016 2017
USD-EUR 0.78 0.75 0.75 0.90 0.91 0.89
EUR-USD 1.29 1.33 1.33 111 1.10 1.12
GBP-USD 1.59 1.56 1.65 1.53 1.49 1.66
USD-JPY 79.77 97.45 105.82 121.07 118.44 128.50
USD-CNY 6.31 6.20 6.14 6.23 6.63 6.99

Forecast closing date: 6 May 2016.
Source: BBVA Research and IMF

Table 5.4
Macroeconomic Forecasts: Official Interest Rates

End of period, % 2012 2013 2014 2015 2016 2017
United States 0.25 0.25 0.25 0.50 1.00 2.00
Eurozone 0.75 0.25 0.05 0.05 0.00 0.00
China 6.00 6.00 5.60 4.35 4.10 3.60

Forecast closing date: 6 May 2016.
Source: BBVA Research and IMF
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DISCLAIMER

This document and the information, opinions, estimates, forecasts and recommendations expressed herein
have been prepared to provide BBVA Group’s customers with general information and are current as of the
date hereof and subject to changes without prior notice. Neither BBVA nor any of its affiliates is responsible
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, to undertake or divest investments, or to participate in any trading
strategy. 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. Other than the disclosures relating to BBVA Group,
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
or any of its affiliates and therefore no warranty, either express or implicit, is given regarding its accuracy,
integrity or correctness. To the extent permitted by law, BBVA and its affiliates accept no liability of any
type for any direct or indirect losses or damages arising from the use of this 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, derivatives, options on 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 securities. Investors
should also be aware that secondary markets for the said instruments may not exist. Before entering
into transactions in futures, derivatives, or options, investors should review all documents on
disclosures for risks of investing in options and/or futures at the following websites:

Options - http://www.finra.org/Industry/Regulation/Notices/2013/P197741
Futures - http://www.finra.org/Investors/InvestmentChoices/P005912

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. More specifically, this document is in no way intended for, or to be
distributed or used by an entity or person resident or located in a jurisdiction in which the said distribution,
publication, use of or access to the document contravenes the law which requires BBVA or any of its
affiliates to obtain a licence or be registered. Failure to comply with these restrictions may breach the laws of
the relevant jurisdiction.

The remuneration system concerning the analysts responsible for the preparation 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.

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
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(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.

BBVA Hong Kong Branch (CE number AFR194) is regulated by the Hong Kong Monetary Authority and the
Securities and Futures Commission of Hong Kong. In Hong Kong this report is for distribution only to
professional investors within the meaning of Schedule 1 to the Securities and Futures Ordinance (Cap 571)
of Hong Kong.

This document is distributed in Singapore by BBVA'’s office in this country for general information purposes
and it is generally accessible. In this respect, this document does not take into account the specific
investment goals, the financial situation or the need of any particular person and it is exempted from
Regulation 34 of the Financial Advisors Regulation (“FAR”) (as required in Section 27 of the Financial
Advisors Act (Chapter 110) of Singapore (“FAA”)).

Garanti Securities headquarters is in Istanbul, Turkey and is regulated by Capital Markets Board (Sermaye
Piyasasi Kurulu - SPK, www.spk.gov.tr)

BBVA, BBVA Bancomer, BBVA Chile S.A., BBVA Colombia S.A., BBVA Continental, BBVA Securities and
Garanti Securities are not authorised deposit institutions in accordance with the definition of the Australian
Banking Act of 1959 nor are they regulated by the Australian Prudential Regulatory Authority (APRA).

General Disclaimer for Readers Accessing the Report through the Internet

Internet Access

In the event that this document has been accessed via the internet or via any other electronic means which
allows its contents to be viewed, the following information should be read carefully:

The information contained in this document should be taken only as a general guide on matters that may be
of interest. The application and impact of laws may vary substantially depending on specific circumstances.
BBVA does not guarantee that this report and/or its contents published on the Internet are appropriate for
use in all geographic areas, or that the financial instruments, securities, products or services referred to in it
are available or appropriate for sale or use in all jurisdictions or for all investors or counterparties. Recipients
of this report who access it through the Internet do so on their own initiative and are responsible for
compliance with local regulations applicable to them.

Changes in regulations and the risks inherent in electronic communications may cause delays, omissions, or
inaccuracy in the information contained in this site. Accordingly, the information contained in the site is
supplied on the understanding that the authors and editors do not hereby intend to supply any form of
consulting, legal, accounting or other advice.

All images and texts are the property of BBVA and may not be downloaded from the Internet, copied,
distributed, stored, re-used, re-transmitted, modified or used in any way, except as specified in this
document, without the express written consent of BBVA. BBVA reserves all intellectual property rights to the
fullest extent of the law.
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