BBVA

Research

Eurozone
Economic Watch

January 2020



Eurozone | Slightly upward growth forecasts, but weakness persists

. Exports gained some traction up to November, supported by
better performance of those to UK and Asia while the deterioration of the industrial sector seems to

have bottomed out. Retail sales slowed slightly, but continue to grow supported by low inflation and
higher wages.

. These figures pointto a limited contagion of lower exports to
domestic demand.

(around 0.2% Qo0Q) in line with
our forecasts of annual GDP growth at 1.2% in 2019.

: Solid domestic factors should be
underpinned by accommodative monetary policy (ECB to keep interest rates unchanged) and mildly
expansionary fiscal policy. This could partly offset the weak global demand while external headwinds
ease in the short-term (US-China trade truce and Brexit).

thanks to betterincoming data,

. Across countries, the weakness in Germany will persist dragged down by
manufacturing, but growth divergence across countries will be reduced over the year.

Both inflation and expectations increased in late 2019, in line with our view of
(1.2%in 2019, 1.3% in 2020 and 1.4% in 2021).

: Lower probability of a hard Brexit or higher
car tariffs in the short term, but could arise again during the year.
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Indicators



Eurozone Economic Watch n

Eurozone growthin 3Q19was revised slightly upwards to 0.3% QoQ driven by
consumption and net exports, but weakness extended to 4Q19

Our MICA-BBVA model projects subdued growth to extend in 4Q19 (around 0.2% QoQ) in line with our
forecasts of annual GDP growth at 1.2% in 2019. Beyond recent volatility, average quarterly investment
growth remained relatively steady last year, while exports were somewhat more resilient than anticipated.
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Exports gained sometraction up to November, suggesting further net export
support by year end

Exports growth recovered from the sharp fall observed in 2Q19 thanks to better performance of sales to UK

and Asia. Looking forward, weak foreign orders and subdued global trade point to a still weak external
outlookin the short-term.
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Thedeteriorationin industrial sector eased in 4Q19, especiallyin intermediate
goods, whileproduction of consumer goods remains firm

Despite some improvementin confidence surveys, there are no strong signs of improvementin the short-
term, increasing concerns on the effect of more structural factors mainly related to the car sector and
disruptions in global value chains. Lower capacity utilization also pointto a weak investment ahead.
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Worsening confidencehalted in 4Q19driven by aless negative
manufacturing mood and some improvement in services expectations

Weak foreign orders continue to weigh on manufacturing, also reflected in lower hiring intentions.

However, recent data pointto a limited contagion to services and consumers’ confidence. German
ZEW indicators for January show an increase in optimism after the US-Chinatrade truce.
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Retail sales slowed slightlyup to November, but continuestogrow in a
context of low inflation and higher wages

Underlying this moderation in retail sales seems to be a halt in labour gains and weaker consumer
sentiment that triggered higher saving rates over last year.
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Inflation roseto 1.3% in December driven by energy prices,whilecore
inflation remains steady at 1.4%

Positive surprises in core inflationin 4Q19 seemto consolidate, as service inflation remains steady after
the sharp rebound in November. These figures are consistent with our projection of a very gradual
increase of core inflation in coming months, also reflected in slightly higher inflation expectations.
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Eurozone: Slightly upward revision of growth forecasts driven by
better than expected incoming data. No significant changes on drivers

MAIN MACROECONOMICS INDICATORS - Growthis stabilizing at low levels supported
(% YoY, % GDP) by the resilience of domestic demand

2018 2019() 2020(f) 2021(f) . Theeconomicdynamism will increase from
1.9 1.2 0.9 1.2 mid-2020, partly due to higher exports and

Real GDP .
_ _ 14 13 19 12 lower uncertainty
Private Consumptlon
Public consumption L1 Lo Lo 13 . Fiscalstimulus (around 0.3pp of GDP in
Investment 2.4 6.9 1.9 2.0 2019) will extend in 2020. The Green Deal
15 20 13 13 will mobilize at least €1tr over next 10 years
Domestic Dem. (cont. pp) ' ' ' : . .
through public and private leverage.
3.3 2.4 2.1 2.7
Exports
Imports 2.7 4.6 3.3 3.1 - The growth divergence across countries will
Net Exports (cont. pp) 0.4 0.8 -0.4 0.1 be reduced over the year, mostly due to a
better performance in Germany
Current account (% GDP) 81 2 2 2.3
Budget balance (% GDP) 0.5 -0.8 -1.0 11 . Inflation will remair! very low dgspite t_he
HICP (avg. %YoY) 1.8 1.2 11 15 Ist[)ong monket?ry stimulus and tightening
' abour marke
Source: BEVAResearch - Therisk of recession has decreased in the

short-term, but threats of a disorderly Brexit
or higher US auto tariffs could return
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Germany: Industrial activity is gradually bottoming out, but weakness
persists. Higher public consumption adds to households spending

MAIN MACROECONOMICS INDICATORS

(% YoY, % GDP)

2018 2019(f)  2020(f) 2021 (f)
Real GDP 1.5 0.6 0.7 1.2
Private consumption 1.2 1.6 1.2 1.1
Public consumption L4 2.0 2.2 1.9
Investment 3.5 2.6 0.4 1.4
Domestic Dem. (cont. pp) 20 11 1.0 1.2
Exports 2.3 1.0 0.9 20
Imports 3.7 2.3 1.8 53
Net Exports (cont. pp) 0.4 -0.5 0.3 0.0
Current account (% GDP) 7.5 7.1 6.6 6.4
Budget balance (% GDP) 1.9 1.3 0.5 0.4
2.0 13 1.2 16

HICP (avg. %YoY)

Source: BBVA Research

Mixed signs in manufacturing over 2H19, but
Increasing optimism on the back of lower
uncertainty on trade (US-Chinatruce and
Brexit). Still, structural problems would
preventa rebound in the short-term.

Favourable financing conditions, global
stabilization and the pick-up in emerging
Europe should bolster a gradual recovery in
investment over the forecast horizon

Slightly more expansionary fiscal policy in
2020 should also contribute to underpin
activity, while a new investment and green
package has been announced for the next
decade

Consumption will be resilient supported by
solid labour market and low inflation

Globalrisks ease, but the threat of US car
tariffs remains, and domestic political
uncertainty increases after worsening
relations in the government coalition
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France: Steady growth due to the resilience of domestic demand

MAIN MACROECONOMICS INDICATORS
(% YoY, % GDP)

2018 2019 (f) 2020 (f) 2021 ()
Real GDP 1.7 1.3 1.2 1.3
Private consumption 0.9 1.2 1.3 1.2
Public consumption 0.8 1.2 1.1 1.2
Investment 2.8 3.4 1.9 1.6
Domestic Dem. (cont. pp) 1.0 1.5 1.3 1.4
Exports 35 1.9 16 53
Imports 1.2 2.4 1.9 2.4
Net Exports (cont. pp) 0.7 -0.2 0.1 0.0
Current account (% GDP) -0.7 -0.7 -0.6 0.5
Budget balance (% GDP) -2.6 -3.1 2.4 D
2.1 1.3 11 1.4

HICP (avg. %YoY)

Source: BBVA Research

Short-termindicators suggest that private
consumption and investment remains
relatively firm.

Fiscal support, low inflation and rising wages
should continue to underpin household
spending and service sector.

Investment would moderate slightly, but still
supported by favourable financing conditions
and lower uncertainty.

Less exposure to global headwinds, but
concerns stem from German slowdown and
threat on auto tariffs despite France halts
digital tax until the end of the year.

Net exports could continue to weigh on
activity, but mainly due to higher imports.

The protracted strike against the pension
reformis a risk for the outlook.



Eurozone Economic Watch n

Italy: Very low growth to extend to 2020, putting pressure on public
accounts and the fragility of the coalition government

MAIN MACROECONOMICS INDICATORS
(% YoY, % GDP)

2018 2019(f) 2020 (f) 2021 (f)
Real GDP 0.7 0.2 0.4 0.7
Private consumption 0.8 0.5 0.6 0.5
Public consumption 0.4 0.4 0.3 0.3
Investment 3.0 2.5 0.3 1.0
Domestic Dem. (cont. pp) 0.9 0.1 0.6 0.6
Exports 1.3 2.0 1.0 1.9
Imports 24 1.2 1.7 1.8
Net Exports (cont. pp) 0.3 0.3 -0.2 0.1
Current account (% GDP) 2.6 3.0 2.4 2.5
Budget balance (% GDP) 2.2 2.2 2.4 2.4
1.2 0.7 0.7 12

HICP (avg. %YoY)

Source: BBVA Research

Slowing domestic demand was offsetin
2019 by stronger support from external
demand due to better than expected exports
as well as moderating imports.

Still high unemployment and worsening
confidence will continue take its toll on
private consumption. The recovery of
domestic demand will reflect the easing drag
of inventories last year.

Net exports support could ease over the
forecast horizon

Weaker Government coalition and low
growth could rise concerns on public finance
sustainability and financial stress at any time

The lack of structural reforms pointsto a
protracted very low growth ahead.



Eurozone Economic Watch E

Spain: Slowdown could halt in 2020 as domestic demand and exports
seem to have bottomed out, while fiscal policy would be pro-cyclical

MAIN MACROECONOMICS INDICATORS
(% YoY, % GDP)

2018 2019 (f) 2020 (f) 2021 (f)
Real GDP 2.4 1.9 1.6 1.9
Private consumption 1.8 1.2 1.4 1.6
Public consumption 1.9 2.2 1.7 1.8
Investment 5.3 2.7 2.6 4.5
Domestic Dem. (cont. pp) 2.6 17 1.7 2.1
Exports 2.2 2.0 2.6 3.4
Imports 3.3 1.6 3.0 4.5
Net Exports (cont. pp) 0.3 0.2 -0.1 -0.3
Current account (% GDP) 1.8 1.7 1.2 0.9
Budget balance (% GDP) -2.5 2.4 2.2 2.0
HICP (avg. %YoY) 1.7 0.7 1.0 1.5

Source: BBVA Research

Growth has stabilized at 0.4% QoQ in 2H19,
slightly above expectations, and will stay
around this rate in early 2020.

Consumption and investmentis recovering;
the export sector might have hit bottom, but
several sectors remain negatively affected
by regulatory changes (automobile,
residential construction) and the tourism
sector continues to slow down.

Some improvement is expected from mid-
2020 on, conditioned on the easing of
uncertainty and the recovery in the
Eurozone.

Spain will continue to grow above the
average of the Eurozone, but structural
reforms are key to reduce unemployment
and increase potential growth.

The balance of risks is tilted to the
downside, despite lower external risks
(global trade and Brexit).
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Disclaimer

Thisdocumenthasbeen preparedby BBVA Research Department. Itisprovided forinformation purposesonly and expresses data, opinionsand estimatesat the date of issue of the report,
prepared by BBVA orobtained from orbased on sourceswe considerto be reliable, but notindependently verified by BBVA. T he refore, BBVA offersno warranty, either expressor implicit,
regarding theiraccuracy, completenessor correctness.

Estimatesthisdocument may contain have been made inaccordance with generally accepted methodologiesand should be considered asforecastsor projections. Resultsobtainedin the
past, whether positive or negative, are no guarantee of future performance.

Thisdocument and itscontentsare subject to changeswithout prior notice depending on variablessuch as the economic context or market fluctuations. BBVA isnot responsible for updating
these contentsor for giving notice of such changes.

BBVA acceptsno liability forany loss, direct orindirect, that may result from the use of thisdocument oritscontents.

Thisdocument and itscontentsdo not constitute an offer, invitation or solicitation to purchase, divest orenterinto any i nterestin financial assets orinstruments. Nor shall thisdocument orits
contentsform the basis of any contract, commitment or decision of any kind.

With regard to investmentin financial assets related to economic variablesthisdocument may cover, readersshould be aware thatin no circumstancesshould they base theirinvestment
decisionson the information contained inthisdocument. Personsor entitiesofferinginvestment productsto these potential investorsare legally required to provide the informationneeded for
them to take an appropriate investment decision.

The content of thisdocumentisprotected by intellectual property laws. ltsreproduction, transformation, distribution, public communication, provision, extraction, reuse, forwarding or use of
any nature by any meansor process is forbidden, exceptin caseswhere itislegally permitted or expressly authorised by BBV A.
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