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Market Comment | Market recovery persisted
ahead of Yellen's comments today

Global Financial Markets Unit
27 May 2016

Upward revision of US GDP growth. US 1Q16 GDP growth was revised upwards (by 0.8% QoQ) from
the previous estimate of 0.5% QoQ. However, the revision was below analysts’ expectations (+0.9%
QoQ). This increase was due mainly to the contribution of the consumer sector.

Fed’s Powell thinks that a rate hike could come soon. Fed member Jerome Powell said that the
FOMC could decide on a rate hike soon, supported by a solid US economy with positive macroeconomic
data - labour, inflation. "If incoming data support these expectations, | would see it as appropriate to
continue to gradually raise the federal funds rate," he added. However, he considers that Brexit could
bring uncertainty to the Fed’s June meeting.

G7 meeting outcomes: global growth to be an “urgent priority”. “In light of this background, taking into
account country-specific circumstances, we commit to strengthening our economic policy responses in a
cooperative manner and to employing a more forceful and balanced policy mix, in order to swiftly achieve
a strong, sustainable and balanced growth pattern. We stand ready to deploy robust policy responses to
bolster short and longer-term growth as necessary”. (see details in official statement).

The rally in risk assets continued this week, favoured by the persistence of ongoing positive
drivers. The increase in oil prices, which have been hovering around US$50 pb this week, underpinned
by lower US oil inventories, has been a relevant driver, which contributed to enhancing the performance
of risk assets, amid some fading of latent risk (Greek and Brexit issues). The persistence of Fed officials’
hawkishness was not enough to curb the good performance in equity indices across the board (S&P:
+1.8%, EuroStoxx: +3.6%, IBEX: +3.6%, DAX: +3.7%, CAC: +3.3%) while it contributed to preserving last
week’s increase in US yields. In addition, in Europe, the banking sector outperformed for the second
week in a row.

The progress in the resolution of the Greek issue in the latest Eurogroup meeting eased
peripheral risk premiums. Greece finally reached agreement with its European creditors, paving the
way for the finalisation of the first review of the third macroeconomic programme and the disbursement of
€10.3 billion of the loan in several tranches (see details). Against this backdrop, European yields
declined, led by peripheral countries (GER 10Y: -3 bps FRA 10Y: -3 bps ITA 10Y: -11 bps, SPA 10Y: -7
bps, POR 10Y: -6 bps, GRE 10Y: -21 bps).

Regarding the Brexit issue, the widening of the lead of the “remain” option over the “leave” option in the
Brexit issue in the latest round of updated polls contributed to diminishing the risk of Brexit and favoured
the GBP’s appreciation. The USD showed varying responses against its major peers (EUR: -0.65%, JPY:
+0.43%, GBP: +0.81%). EM currencies registered mixed performances against the US dollar (RUB:
+1.2%, BRL: -2.8%, CLP: +0.4%, COP: -0.6%, MXN: -0.8%) despite the improvement in commodity
prices (Brent: +0.1% Wtx: +2.1% Cooper: +2.6%). The Turkish lira appreciated after it was confirmed that


http://www.mofa.go.jp/files/000160266.pdf
http://www.consilium.europa.eu/en/press/press-releases/2016/05/24-eurogroup-statement-greece/?utm_source=dsms-auto&utm_medium=email&utm_campaign=Eurogroup+statement+on+Greece
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(market-friendly) Mehmet Simsek would remain as deputy prime minister following the arrival of the new
Turkish PM. On the other hand, the Central Bank of Turkey reduced the upper bound of its interest rate
corridor (marginal funding rate) by a further 50 bps to 9.5% (see). The second issue did not change the
positive trend in TRY, which improved following the low levels seen in the past several weeks (+0.8%).

ECB Thursday’s meeting: What we expect from the ECB

e At its 2 June meeting, we expect no change to the ECB’s monetary policy stance after actions taken in

March. The uncertainty and volatility in the financial markets remain contained, which paves the way to
maintaining a steady monetary policy on course. Certainly, the central bank will retain its dovish
communication and reiterate its focus on implementation measures announced in March. lts commitment
to do more, if needed, will also remain on the table.

Since the last monetary policy meeting, the uncertainty and volatility in the financial markets has
improved on the back of the rebound in oil prices coupled with the hawkish tone of the latest FOMC
minutes (and stronger USD). Now markets price in a 32% probability of a rate hike in June, which has led
to USD appreciation. Moreover, another risk that has receded over the last month is the possibility of the
UK’s leaving the European Union, as the latest polls suggest the “Bremain” option is building a
considerable lead. Nonetheless, in a context where main uncertainties on the global outlook still persist,
the ECB will keep its easing bias.

Regarding communication, central bank communication has been focused on the implementation of the
measures announced in the March package, stressing that patience is needed. In particular, Vice
President, Vitor Constancio said “We have to allow some time for the package of measures adopted in
March to produce its effects;” while Peter Praet said that “We shouldn’t be talking of new instruments. We
must focus on the implementation of our recent decisions.” Regarding rate cuts, recent ECB
communication has been very clear, signalling that the central bank would only send interest rates further
into negative territory should the inflation outlook worsen significantly. Benoit Coeure said “It is in
principle possible to cut deposit rate further, but there is currently no plan to do so.”

GDP growth in the euro zone accelerated by 0.2 pp to 0.5% QoQ in 1Q16, somewhat more than
expected, showing its resilience to the sharp increase in uncertainty at the beginning of the year. Growth
was most probably based on domestic demand, especially private consumption and a gradual recovery
in investment, while net exports ended up weighing on activity again. Nonetheless, this acceleration was
partly due to transitory factors such as early Easter this year and the rebound of consumption in France
after the terrorist attacks of November. For 2Q16, the indicators of activity for March (falling retail and
exports sales) are less encouraging, and confidence surveys until May point to a slower pace of growth.
Our MICA-BBVA model suggests GDP growth of around 0.3% QoQ. We continue to be cautious due to
still weak global environment and less favourable tailwinds, but these data reinforce our forecast for 2016
(BBVA Research: 1.6%, slightly more optimistic than the ECB’s 1.4%).

Regarding inflation, moderating services and falling energy prices resulted in a negative headline rate
again in April (-0.2% YoY). Beyond the volatility over the last few months, we still see low and relatively
stable core inflation (slightly below 1% over the year), while oil prices will keep headline inflation in
negative figures until the summer, rebounding to slightly positive rates from then onwards. Despite the
high uncertainty around oil markets, the Brent oil price at $50 per barrel beats our projections and market
expectations; today’s futures of Brent are around 30% higher than three months ago for 2016 and 2017,


https://bbva.research.com/wp-content/uploads/2016/05/Policy-Pulse-_Monetary-Policy_24May16.pdf
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which could make the ECB Staff revise slightly upwards its inflation forecast for both years (by around
0.1-0.2 pp), but with little impact on 2018 figures. In addition, this effect could also be partly offset by a
somewhat stronger euro. Overall, these slight revisions do not change the underlying picture, with
inflation at very low rates and below the ECB’s target over the forecast horizon, but relieve pressures on
monetary policy regarding inflationary expectations and potential second round effects.
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*CDS, EMBI & MSCI indices with one day delay
**Credit spread (BAA) with two days delay
***S&P GSCI with one day delay

DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao
Vizcaya Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the
report and are subject to changes without prior notice. BBVA is not liable 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, or to undertake or divest investments. 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. 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 and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts
no liability of any type for any direct or indirect losses arising from the use of the 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, options and 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 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 stocks. Investors should also be aware that secondary markets for
the said instruments may be limited or even not exist.

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 (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. 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
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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 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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