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The global scenario is improving, but more slowly than
expected

The global leading indicators are consistent with a favourable scenario for growth. First, tensions in
financial markets remain low, according to our indicators, in both emergingl and developed markets (Figure
2.1). Second, in the year to May, worldwide industrial activity continued to grow at around 3.4% YoY, above
the 3% mark reached by the end of 2013, while global trade also recovered in the same period from the
intense and geographically extensive downward correction in the first quarter of 2014 (Figure 2.2).

Figure 2.2
Figure 2.1 Trade in goods
BBVA Research’s Financial Stress Index QoQ %
1.7 1 r 0.06 5.0 +
1.4 L 0.04 &
1.1 4 L 0.02 7
0.8 - 0.00 254 LW
[} \
05 L -0.02 Py 3 r
\ N ] \
0.2 AAA [ -004 0.0 & . e, AN 2.
N . T T \.' T T o< 7 T 1
01 - A WA ; 1 -0.06 N 3
\/ >
0.4 A - -0.08 » g
0.7 4 L -0.10 25 A
N N « ¥ s s = 2 2 9 3 494 8 T 3
> = = =) c < T $ & S & T & T &
i IS g 2 S 3 = & = & = & = & =
Developed —— Emerging (rhs) World exports ---@--- Developed Emerging

Source: BBVA Research Source: BBVA Research

All of this is taking place in a global environment in which geopolitical risk events, while not causing
outright disruption to economic activity, are cropping up everywhere, and as such increasing
uncertainty. It is hard to assess the economic impact of geopolitical occurrences, and not only because
of the inherent difficulty in predicting their outcome, intensity and scope of influence. We also have to take
into account the different means of action this type of risks have on decision-making by economic agents.
These range from future growth and savings expectations to effective interruptions of the flows of
goods and services, including financial contagion to assets and geographies that in principle are less
directly linked to an outbreak of tension. For the moment, financial volatility is at historically low levels, since
the factor dominating the behaviour of global financial markets is the Fed, and this institution is
carefully managing a very gradual exit from the exceptional monetary measures implemented in the last few
years, helped by moderate growth in the US economic cycle and well-anchored inflation expectations.

The risk of a hard landing in China, predicted by some a few months ago, is receding, thanks to the
improvement in exports and in fiscal and monetary support measures. Increased external demand and
the brake put on the appreciation of the yuan have helped exports to recover, while monetary policy has
been relaxed by cutting the bank reserve ratios, thus favouring credit. Shadow banking controls and plans to
liberalise the more regulated part of the banking sector are enabling most of this new financing to be
provided by the latter segment. This combination of supervisory measures and simultaneous liberalisation to

1: The recent upturn of financial tensions in emerging markets (second half of July) is limited to Russia, which has a heavy weighting in the indexes.
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help traditional banking entities compete (freedom to set interest rates, easing the entry of private
investment, promoting lending to private companies over those in the public sector) should enable the
deleveraging process to take place in an orderly manner, without any sharp corrections. Finally, more
focused fiscal policy measures than on other occasions have also been introduced, above all in relation to
the increase in infrastructure spending.

All in all, our outlook is for a very controlled deceleration, with growth easing to 7% in 2015, from
7.7% in 2013. Furthermore, this movement is linked to a long-term trend of an increase in household
consumption over business investment, while at the same time the Chinese currency returns to its
previous appreciation trend against the dollar. In short, an economic rebalancing, with a moderate
increase in debt, for which the authorities have the room for manoeuvre provided by their high level of
reserves and control of their current account, together with high levels of private savings and relatively
low public-sector debt.

Figure 2.4
Figure 2.3 Global GDP growth
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The fall in US GDP during the first quarter of 2014 was mainly due to transitory factors, but the
intensity of the correction made us revise our growth forecast downward for 2014 from 2.5% to 2%.
The 2.1% quarterly drop, in annual terms, of US GDP is the sharpest of the historical series in a cyclical
growth phase. The most recent information on the situation (Figure 2.3) shows that the US economy has
recovered from the intense, but transitory, effect of the bad weather and from the steep fall in the
accumulation of stocks. A good demonstration of the negative surprise caused by US 1Q14 GDP can be
seen in the impact it had on our estimates and short-term forecasts for world growth (Figure 2.4)

There is greater uncertainty about the perspective of monetary tightening by the Fed and, in
particular, about the global impact this will have on financial markets. The Fed will stop expanding its
balance sheet in October, starting a phase in which rates and monetary measures will be determined
based on the incoming information about the strength of the economic cycle and the anchoring of
inflationary outlooks. In our most likely scenario, the first rise in the Fed funds rate will be in 3Q15, with a
bias towards this happening closer to the middle of that year. In this scenario, the US central bank’s
communication policy on its view of the economic situation will become more important; as such, an
increase in global financial market uncertainty is also a possibility. While the measures taken to avoid
economic depression have been exceptional in terms of their intensity and duration, their withdrawal may
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also have effects that have not been seen before on both global capital flows and on asset prices,
especially in the case of emerging economies. We have already seen an example of the impact that
changes in the Fed’s policy could have - however likely it is that monetary policy is going to be tighter in
future - between April and May 2013. The change in tone of the US central bank’s communication policy
then, with a reference to the likelihood of higher interest rates on the horizon, caused a reallocation of
global flows from emerging markets (Figure 2.5) to developed markets with the consequent volatility,
currency depreciation and higher interest rates in the former.

Figure 2.5 Figure 2.6
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The anchoring of global financial tensions at near to all-time lows, supportive domestic demand
policies and progress in banking union are improving the outlook in the eurozone. Leading
indicators in the eurozone are consistent with a slight recovery in GDP, which should grow by around 0.3%
in 2Q14 (vs. 0.2% in 1Q14), in line with our forecast of 1.1% for the year as a whole, the first annual
growth since 2011. Sustained improvement in access to financial markets, particularly for more stressed
economies on the periphery of the eurozone, is the main factor supporting the area’s growth, together with
the relaxation in public deficit targets in the short term and an external environment which, with the ups
and downs and uncertainties described above, is nevertheless more positive. Ultimately, there are
essentially two reasons for this virtuous circle. First, the confidence gained as a result of the decisions
taken by the euro area authorities to strengthen the single market in the financial sector, and the ECB’s
reinforcement of monetary policy, which goes beyond what might have been foreseen just a few quarters
ago. The ECB is aiming to anchor interest rates at low levels, support bank funding and, at the same time,
open up credit availability for households and companies. Second is the anchoring of global financial
tensions at minimum levels in a scenario dominated by the Fed, as described above. As well as all this,
the public accounts of the economies on the periphery of the eurozone have improved, as a result
both of being in a better stage of the cycle and of the consolidation measures introduced. In addition, the
reforms undertaken in the markets of productive factors in some economies, designed to improve
competitiveness, are another positive factor.

All'in all, although we are sticking to our growth forecasts of 1.1% in 2014 and 1.9% for 2015, the bias
for these is to the upside if the potential impact of the measures announced by the ECB is taken into
account. This impact on inflation would also be to the upside, as inflation remains too low, far from the
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ECB’s target of price stability. The upwards influence on prices would come from both the cyclical
improvement and from the effects of the monetary policy transmission mechanism, through the banking
system and the availability of credit.

All of the above does not, however, rule out the existence of risk to the downside which could be
triggered by the worsening crisis in the Ukraine and the knock-on effects of economic sanctions
imposed on Russia, which the eurozone would be far from immune to, and in particular some of its
principal countries.

Figure 2.8
Figure 2.7 Total debt (public and non-financial private
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Where is the global economic scenario heading? The repair of the balance
sheets has to continue

In our most likely scenario, the slowdown in global growth in the first part of 2014 has already ended. The
most recent indicators of cyclical confidence and financial volatility are consistent with a gradual
improvement, which should enable worldwide growth to reach 3.3% in 2014, 30bp higher than in
2013. Maintaining favourable global financing conditions and supporting economic demand policies will help
growth to accelerate faster in 2015 at rates close to 3.8%, with an increase in the contribution made by the
more developed economies, which could gradually start positioning themselves for the withdrawal of the
exceptional stimulus of the last few years. The uncertainty within this baseline scenario continues to the
downside because of the re-emergence of geopolitical risks and the doubts about the global impact on
capital flows and asset prices caused by the proximity of interest-rate hikes in the US. But this scenario,
including its risks, is not the only possible one; there are alternative ones to a cyclical recovery. By
areas, as well as the growth we have mentioned in the US, China and the eurozone, GDP growth is
expected to hold in Japan at slightly above 1% in 2014 and 2015. In Latin America, we forecast an
acceleration in activity to 2.5% in 2015 (1.6% in 2014) thanks to improvements expected principally in
Mexico and in the Andean economies, supported by a favourable foreign environment worldwide.

The situation in which the most important economies in the world find themselves in the current recovery
phase has some original features, which may account for the limited intensity of the improvement in activity
and the risks it faces. In general, leveraging has not ceased in the most important economies.
Deleveraging in the private sector has been going on for some time in certain countries, such as the US, the
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UK and Japan, while debt in the eurozone has stopped rising, with different situations by countries within the
monetary zone (Figure 2.7). However, total borrowing, including that of the public sector, continues to rise in
the economies mentioned and also in China, where non-financial private-sector debt is also rising fast
(Figure 2.8). What is more, in this high debt scenario, the speed of exit from the recession looks very
moderate in relative historical terms, and even more so given the intensity and duration of the monetary and
fiscal policy support measures since 2009. Third, inflation remains at very low levels, with well-anchored
and stable expectations, even below the price stability targets in some developed economies, such as the
eurozone and Japan, which justifies the measures being taken by their respective central banks.

Consistent with the moderate growth, anchored inflation and the dominant role of central banks in the more
developed economies in their support of the economic cycle, nominal interest rates remain at historical lows,
both short term, as in the case of policy rates at zero, or longer-term rates that are also very low levels. In
real terms, long-term interest rates in the US, the eurozone and Japan were at their 20-year lows in
2013 (Figure 2.9), something which is in turn consistent with the increase in debt in the last two decades.

Figure 2.9
Real long-term interest rates%, nominal performance
of long-term sovereign bonds, discounting inflation, moving Figure 2.10
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In summary, high levels of debt, low growth and low inflation (which makes it difficult for the debtor to
deleverage), interest rates at all-time lows, together with central banks and fiscal authorities with generally
little room for manoeuvre, or measures that have already been used very intensely, represent a combination
of factors which do not point to a “rapid” return to growth, interest rates or inflation above current levels. Debt
service is a heavy burden on spending decisions and the credit channel is currently under repair, at least in
the eurozone. This means that the repair of agents’ balance sheet, which is still pending, may end up
generating a scenario of prolonged stagnation, especially if the economic reforms do not spur growth.

A scenario such as this, with no rises in interest rates both because of the lack of growth and because of the
action of central banks in the developed economies, can end up distorting the decision-making processes
affecting borrowing and investment, the relationship between risk and expected profitability, which could
affect whether assets are correctly valued. A situation of “prolonged stagnation” would be a challenge
for economic policy management, not only for developed economies, where we would see problems of
low growth and stifled interest rates, but also in emerging economies, affected by indiscriminate inflows
hunting for yield.



BBVA Global Economic Outlook
Third Quarter 2014

DISCLAIMER

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

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either 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. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those 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. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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