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Eurozone | Downward GDP growth revision due to
Increasing uncertainty and global headwinds

a EZ growth slowed more than expected in 2H18 to around 0.2% QoQ as
easing global support was exacerbated by some temporary country and sector
specific factors. As a result, GDP could slow to 1.8% in 2018 after 2.5% in 2017.

m Hard data up to November were mixed. Industrial production declined further
as the recovery in capital goods (more related to investment) lost steam.
However, nominal exports maintained a very gradual recovery while retail sales
picked up, halting the marked slowdown observed in previous quarters. _

a \Worsening confidence keeps taking root in early 2019, not just in manufacturing but also spreading to
services, except in Germany, in turn increasing concerns about the negative effect of protracted
uncertainty on private spending. However, consumer confidence seems to have stabilized.

a We revise downwards growth forecasts to 1.4% in both 2019 and 2020 mainly driven by the poor
performance in 2H18 but also due to lower global demand, which along with increasing uncertainty
(Brexit, political hurdles in some member states) could put a brake on investment. Lower oil prices and
the depreciation of the euro could support growth in addition to solid domestic drivers and somewhat
more accommodative fiscal and monetary policies.

a The sharp fall of oil Brent will shape inflation down in coming months, clearly below the ECB’s target in
2019-20, while core inflation is likely to trend upwards very gradually.

a Risks are tilted to the downside, mostly related to political events. The more imminent is related to Brexit,
but also increasing political polarisation across member states and the lack of progress in the integration
process on the eve of European Parliament elections. In addition, US threats on higher tariffs to the
auto sector could not be ruled out.
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Larger-than-expected slowdown in 3Q18 driven by one-off effects in
Germany, but also by the Italian GDP contraction

Regulatory changes in the car industry partly explain the fall in output, especially in Germany, but
also lower global demand. In contrast, growth rebounded in France and remained steady in Spain.

GDP and expenditure contribution by country
(%QoQ, pp)
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GDP growth to remain around 0.2% QoQ in 4Q18, as net exports
continue to put a brake on activity along with lingering one-off factors

Some temporary factors should be fading, but French riots could have also weighed on growth late

last year. In addition, there are more enduring drivers such as lower global demand that suggest
more moderate growth could take root in coming quarters.

GDP, contribution by components GDP and MICA forecasts
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Industrial production fell in November across the board, suggesting
that the investment recovery could lose some steam in coming quarters

The decline was broad-based across industrial groupings with capital and durable consumer goods
leading the slip, increasing doubts about the sustainability of the modest recovery since mid-2018.

Industrial production
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Very gradual recovery in nominal exports up to November, but more
dynamic imports could be reflected in a new drag on net exports

Beyond volatility, exports have increased gradually since the second quarter of 2018, but their
contribution to growth continues to ease after the strong boost a year earlier.

Trade balance Exports by destination
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The unemployment rate remained broadly unchanged in November

Despite significant differences across countries, the tightening of the market could put some upward
pressure on wages in coming quarters.

Unemployment rate by country

Annual unemployment change by gender and age
(%) (millions)
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Slowing headline inflation driven by lower oil prices and steady core

inflation at low levels

The sharp fall of Brent oil prices will tilt inflation down in coming months, to levels clearly below the
ECB'’s target, while core inflation is likely to trend upwards very gradually.

Inflation contribution of components
(%YoY, pp)
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Core and trimmed-mean inflation
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Retail trade increased in November, halting the marked slowdown in
recent quarters

Lower inflation and higher wages will continue to support households’ spending, although likely at a
more moderate pace since November’s figures partly reflect the Black Friday’s effect.

Retail sales and consumer confidence

Retail sales and total wage bill
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Worsening confidence in both manufacturing and services continues
In early year, but consumer confidence improved slightly

Protracted concerns about protectionism and lower global demand, especially in China, is weighing
on confidence in manufacturing and it is spreading to services. However, consumer confidence
seems to have stabilized supported by the strength of domestic drivers and lower inflation.

PMI and GDP
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In January PMIs fell in France and recovered slightly in Germany due
to a strong expansion in the service sector

German data reflects higher concerns about the impact of lower global demand in manufacturing and

contrasts with the resilience of services supported by healthy domestic factors. French economy
seems to be less exposed to external shocks, but protests are hindering service confidence.
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The ECB on track on normalization process, but rate hikes are
likely to be delayed as downward risks to growth have increased

Balance
- a The QE ended in Dec18

a Enhanced forward guidance on reinvestment: to continue well beyond the
start of interest rate hikes

Illn;
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a Liquidity: another TLTRO before Jun19 is likely to be announced to avoid liquidity
cliff in 2020.

0,5%
Interest rates _ _ _
a Delay in the rate hike path due to a less supportive

global outlook and higher risks.

a First depo rate hike (+10bps) in Dec19. First refi
rate hike (+25bps) in Jun20
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Eurozone growth drivers: solid domestic drivers beyond one-off
factors, but increasing political uncertainty and global headwinds

01 il

Worse-than-expected data in
2H18

Partly due to one-off factors, but
also more permanent ones
related to lower global demand
and protracted uncertainty

Labour market improvement,
households’ disposable income,
tight capacity utilization and
favourable lending conditions

02 @

Slightly faster global
slowdown, but still robust

External support is fading, but
our scenario envisages a global
growth soft landing as China’s
growth stabilizes along with
easing geopolitical uncertainty

Slightly expansionary fiscal
policy (further loosening in some
countries), added to very
gradual ECB’s exit (no refi hikes
until Jun’20)

Further support to domestic
demand, while core inflation is
likely to increase only very
gradual due to tightening labour
market

06 2%

Risks intensify further

A full blown trade war and a
larger slowdown in China and the
EU add to higher political
uncertainty in Europe (Brexit,
Italy, political stalemate in the
Eurozone)
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Eurozone will trend faster to potential growth as external support
fades away

Main macroeconomic indicators
(% YoY, % GDP)

2017 2018 (€) 2019 (f) 2020 (f) but

Real GDP 25 1.8 1.4 1.4 not enough to offset the
Private consumption 1.7 1.3 1.5 15 b/ despite the euro
depreciation
Public consumption 1.2 1.0 1.4 1.2
Investment 2.9 3.3 2.9 2.4
Lol could help to prevent
Domestic Dem. (cont. pp) 1.7 1.8 L7 16 the effect of worsening
Exports 5.4 3.0 3.1 3.0 confidence on private spending
Imports 4.1 3.1 4.0 3.6 The
Net Exports (cont. pp) 0.8 0.1 -0.3 -0.2
Current account (% GDP) 3.1 2.9 2.7 2.5 : earlier
this year,
Budget balance (% GDP) -1.0 -0.6 -0.9 -0.9
HICP (avg. %YoY) 1.5 1.7 1.6 1.6

and predominantly

political (

)

Source: BBVA Research
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Germany: Significant downward revision after larger-than-expected
effect of transitory factors but also due to lower global demand

Main macroeconomic indicators
(% YoY, % GDP)

2017 2018 (e) 2019 (f) 2020 (f) The
Real GDP 2.5 1.5 1.3 1.4 -
Private consumption 20 Lo LA L4 2H18, leading the country to a sharp
Public consumption 16 11 1.8 15 slowdown
Investment 3.6 4.8 3.4 2.6
Domestic Dem. (cont. _pp) 21 b Lo L (low unemployment, pick-up in
Exports 52 wages, low inflation, slightly
Imports >.3 3.4 4.5 3.5 expansionary fiscal policy,
Net Exports (cont. pp) 0.3 -0.3 -0.5 0.2 favourable financing conditions).
Current account (% GDP) 8.0 7.5 7.1 6.7
Budget balance (% GDP) 1.0 1.6 1.2 0.9
HICP (avg. %YoY) 1.7 1.9 1.7 1.7

on global trade. Net exports are
expected to weigh on activity over
the forecast horizon

Source: BBVA Research
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France: Fiscal stimulus expected to underpin domestic demand and
restrain the slowdown

Main macroeconomic indicators
(% YoY, % GDP)

2017 2018 (€) 2019 (f) 2020 (f)

Real GDP 2.3 1.5 1.6 1.5 since late
Private consumption 1.2 0.9 1.2 1.3
Public consumption 1.4 1.0 1.3 1.4 | e
along with lower
Investment 4.7 3.0 2.9 2.5 . - g
inflation are expected to
Domestic Dem. (cont. pp) 2.2 0.9 1.6 15
4.7 2.8 2.8 2.6 ,
Exports Government’s support package
Imports 4.1 0.9 2.6 2.5 could impair
Net Exports (cont. pp) 0.1 0.6 0.0 0.0
Current account (% GDP) 06 07 06 06 Despite the resilience of exports,
Budget balance (% GDP) 2.7 -2.6 -3.2 2.2
HICP (avg. %YoY) 1.2 2.1 1.5 1.6

gradually

Source: BBVA Research
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Italy: Slowdown to take root as fundamentals weaken further and
political uncertainty takes its toll

Main macroeconomic indicators
(% YoY, % GDP)

2017 2018 (e) 2019 (f) 2020 (f) Disappointing data points to a
Real GDP 1.6 0.9 0.4 0.9
Private consumption -0.1 0.1 0.4 0.5
Public consumption 4.4 3.8 1.0 1.6 o
nestment “ by lower inflation, while labour
Domestic Dem. (cont. pp) 13 L1 0.4 0.9 market reflects some signs of
Exports 6.3 0.8 2.7 2.7 deterioration
Imports 5.6 1.8 3.0 2.6 Increasing
Net Exports (cont. pp) 0.3 0.3 0.1 0.1
Current account (% GDP) 2.8 2.5 2.3 2.4
Budget balance (% GDP) 2.4 -1.9 2.1 2.2 could support
HICP (avg. %YoY) 1.3 1.2 13 15 domestic demand in the short-

run, but

Source: BBVA Research
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Disclaimer

This document has been prepared by BBVA Research Department. It is provided for information purposes only and expresses data, opinions and estimates at the date of issue of the report,
prepared by BBVA or obtained from or based on sources we consider to be reliable, but not independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding their accuracy, completeness or correctness.

Estimates this document may contain have been made in accordance with generally accepted methodologies and should be considered as forecasts or projections. Results obtained in the
past, whether positive or negative, are no guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic context or market fluctuations. BBVA is not responsible for updating
these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in financial assets or instruments. Nor shall this document or its
contents form the basis of any contract, commitment or decision of any kind.

With regard to investment in financial assets related to economic variables this document may cover, readers should be aware that in no circumstances should they base their investment
decisions on the information contained in this document. Persons or entities offering investment products to these potential investors are legally required to provide the information needed for
them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. Its reproduction, transformation, distribution, public communication, provision, extraction, reuse, forwarding or use of
any nature by any means or process is forbidden, except in cases where it is legally permitted or expressly authorised by BBVA.
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