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2. Consolidation of the positive global environment

Robust, stable global growth, with recovery more synchronized across areas

World economy growth stabilised at around 1% QoQ mid-way through the year, and the indicators available thus
far suggest that this progress is continuing in the second half of the year (see Figure 2.1). Global confidence
indicators have, once again, improved, in both advanced and emerging economies, pointing to a brighter panorama
than the activity indicators, which have slowed down at the beginning of the third quarter. Nonetheless, world trade
growth remains solid and the recovery of the manufacturing sector continues apace. This underpins the upturn
in investment, while the strength of private consumption holds out, despite the weaker tailwinds.

Figure 2.1 World GDP growth Figure 2.2 GDP growth by region
(Forecasts based on BBVA-GAIN, % QoQ) (SWDA, % YoY)
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This upbeat dynamic reflects a stronger economic performance in all areas (see Figure 2.2). In advanced
economies, US GDP rebounded in the second quarter, and held relatively steady in the third, which reduces the
doubts about the sustainability of moderate growth in the next few quarters. In Europe, the positive surprise was due
to the increased strength of domestic factors. Among emerging economies, stabilising growth in China will continue to
shore up the rest of Asia, which, in combination with the favourable conditions of the financial markets, is also allowing
growth in Latin American countries to gain traction. Finally, the recovery of Russia and Brazil has stopped hampering

world growth. Therefore and unlike other expansionary phases that followed the financial crisis (in early 2013 and mid
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2014), the current recovery is the most synchronised according to the BBVA cyclical synchronisation index"
illustrated in Figure 2.3.

So far, this growth environment has been accompanied by moderate levels of inflation, also generalised by regions,
despite the abundance of liquidity in the markets. Furthermore, there are no clear signs of inflationary pressures
building up. In the case of the emerging economies, the strengthening of their currencies, brought about by the weak
dollar and firmer commodity prices, has helped inflation to continue to moderate. In developed economies, the fall in
inflation comes from the disappearance of the base effect of energy prices (especially in Europe) and certain transitory
factors (mainly in the US). Although core inflation remains low, doubts persist as to whether the factors behind this
are of a passing or lasting nature. Be that as it may, the context of low inflation gives central banks in emerging
economies greater room for manoeuvre in continuing to use monetary policy to support growth it also allows
monetary authorities in advanced economies to remain cautious in implementing normalisation.

Other factors contributing to the positive global performance, such as generally neutral or expansive fiscal policies
and moderate commodity prices, look likely to remain at the forecast horizon. Furthermore, financial markets have
been relatively complacent and have not suffered persistently from the sources of political stress.

Figure 2.3 BBVA cyclical synchronisation index* Figure 2.4 Financial tension index. USA vs. EMU
(Base on the time variance of GDP) (normalised)
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*: see footnote 1

1: The synchronisation index is the result of inverting the standard deviation of quarterly growth observed in countries. The index therefore associates less (more) growth
volatility among countries with a higher (lower) degree of synchronisation worldwide.
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Favourable environment in the financial markets and normalisation of monetary
policies

As shown in Figure 2.4, the market dynamic has remained unchanged so far in the second half of the year,
despite episodes of stress, particularly of political nature, such as the debate on the debt ceiling in US domestic
politics and the North Korean situation internationally. These events have caused certain refuge effect for bonds,
which has sent long term interest rates back to the lower end of the contribution range. However, its effect has been

transitory.

In an environment of healthy growth, and with no inflation surprises on the downside, central banks continue with
the gradual process of withdrawing monetary stimulus measures. Specifically, the US Federal Reserve has
announced the start of the reduction of its balance sheet from October. This will take the form of a passive
adjustment, by allowing a portion of public and private bonds to simply expire. Having been clearly signalled, it has not
led to market stress. Furthermore, the Federal Reserve still expects to implement a series of rate hikes, even though
the markets have systematically shown themselves to be more dovish. In this regard, we expect a 25 bp hike in
official rates in December this year and then two further hikes up to 2% in 2018. That said, uncertainty over the
course of the hikes has been heightened, not only because inflation is still at low levels, but also because of the
changes at the Fed following the departure of a substantial number of its members.

In October, the European Central Bank (ECB) announced a scaling down of its asset purchase programme,
which will start to implemented in January next year. The withdrawal of the stimulus measures will be gradual: the
volume of monthly purchases will be reduced from the current €60 billion to €30 billion, falling to zero in September.
For all that, the BBVA Research scenario envisages rate hikes to be delayed until mid-2019, largely because of the
ECB'’s growing concerns about the appreciation of the euro and its potential impact on inflation.

With the latest recalibration of the asset purchase programme (APP), the ECB is sending several messages. Firstly,
one of increased confidence that inflation is moving closer to the target, justifying a somewhat less accommodative
monetary policy. Secondly, one of caution, since it is extending the programme for a further nine months, and so far
without an end date. In fact, given that Draghi stressed that the programme would not be ended abruptly, it could be
extended into 4Q18. What is more, once the APP has ended, the ECB intends to remain present in the debt market
for an extended time by reinvesting as bonds mature.

In this meeting the ECB faced a major challenge: gradually adjusting monetary conditions to the favourable economic
environment while avoiding market overreaction, in particular as regards the euro. In fact, in the last quarter, the
strength of the currency represented a differential factor, in view of its potential impact on the prospects of inflation in
the medium term and financial conditions in the euro zone. Thus, despite the reduction in stimulus measures, the ECB
is seeking to avoid upsetting the markets by using communication policy, especially forward guidance.
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As in the previous quarter, the combination of low volatility, low rates and dollar weakness have set the scene for a
favourable environment for emerging markets. Strategies to seek out profitability have been conducive to
strong inflows, particularly in debt, as well as currency appreciation.

Figure 2.5 Balance sheets of the Federal Reserve and Figure 2.6 World GDP growth by region
the ECB (level and quarterly changes, US$ billions) (% YoY)
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Higher global growth upward revision in Europe and China

After reaching 3.2% in 2016, global growth will accelerate to 3.4% in 2017-18, representing an upward revision of
0.2 pp this year relative to the July scenario (see Figure 2.6). The underlying factors contributing to the uptick and
steadying of world growth will remain present, although some might gradually fade in the coming quarters. The
most immediate one will be the normalisation of monetary policy by the Federal Reserve and the ECB (see Figure

2.5), which will lead to a gradual reduction in global liquidity and less support for capital flows into emerging
economies.

China: a more promising panorama in the short term

The support of the Chinese authorities, especially through fiscal policy favourable to growth, has led to slightly better
than expected economic performance so far this year, with very gradual moderation in GDP growth, to 6.8% YoY
in 3Q from the 7% posted in 1Q. Furthermore, measures are being taken to address financial vulnerabilities and
promote orderly deleveraging. Specifically, tougher regulation of shadow banking and the real estate market is
being combined with: a more prudent monetary policy;a less expansionary fiscal policy; and, the removal of certain
controls on the forex market. At the Communist Party congress, the authorities confirmed that they will continue to
move ahead with most of the reforms announced in the past five years as regards the structural changes needed to
adjust the growth model and open up the economy. In particular, growth will be focused more on qualitative than on
quantitative objectives, giving priority to (i) low unemployment, (ii) bringing growth of per capita income more into line
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with that of GDP, (iii) a more equitable distribution of income and (iv) lower environmental costs. Nonetheless, there is
uncertainty as to how these directives will be implemented and about their prioritisation once the objective of
economic growth has been excluded.

As a result of the recent improved performance, we have revised our GDP growth forecast upwards by 0.2 pp to
6.7% in 2017, slightly more than the authorities’ target of 6.5%, while maintaining our prediction of a slowdown in
2018 to 6%. Since mid-year the available indicators have been showing signs of more moderate economic growth,
and could be reflecting the impact of more prudent demand-side policies, but also the negative effect on activity of
regulatory tightening, the elimination of businesses’ excess capacity, and, currency appreciation. On the other hand,
the regulatory toughening and a stronger currency ought to continue to contain price trends, for which reason we are
keeping our inflation forecast at 1.7% in 2017 and 2% in 2018.

The authorities’ strategy and the more gradual slowing of growth have reduced the risks at the forecast horizon,
but they continue to increase in the medium term. Indebtedness continues to grow, with debt service indicators at
high levels, while adjustments to state enterprises are postponed.

Euro zone: increased growth due to strong domestic demand

The euro zone economy has been moving ahead at a quarterly rate of around 0.6% since the end of last year.
Sustained global demand continues to underpin exports, while the impact of a stronger euro has been limited. The
currency’s strength partly reflects the more benign phase of the cycle for the euro zone economy, driven by the
solidity of domestic fundamentals, which have favoured increased dynamism of both consumption and investment.
Although economic performance is rather better than expected so far this year, the weakness of core inflation is
keeping the ECB wary. Although the debt purchasing programme will start to be scaled down at the beginning of
2018, monetary policy will continue to underpin growth by holding interest rates unchanged beyond the forecast
horizon. Moreover, fiscal policy will be slightly expansive in 2017-18, favoured by the positive impact of the cyclical
recovery on the public accounts. For these reasons, we have revised forecast GDP growth for 2017 upwards by
0.2 pp to 2.2%, which represents above-potential growth for the third year in a row. This makes it hard to imagine a
higher acceleration rate in the short term. In addition, some of the tailwinds from the past are somewhat losing
strength or reverting (euro appreciation, rising oil prices and stabilisation of world growth), which explains the
forecasted decelaration to 1.8% in 2018.

Headline inflation has held relatively steady in the third quarter, with lower energy and food prices being offset by a
rise of around 0.1 pp in core inflation (to 1.3%). Beyond the volatility and seasonality of certain components of
inflation, the strength of domestic demand, the improvement of the labour market and the incipient wage increases
should start to exert upward pressure on prices in the coming quarters.However, the impact of the recent euro
appreciation on prices of imported products leads us to revise the forecast for headline inflation downwards
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by about 0.1 pp in 2017 to 1.5% and by 0.2 pp in 2018 to 1.2%, while leaving the forecast of a gradual increase in
core inflation unchanged (1.1% this year and 1.4% in 2018).

The domestic risks in the euro zone as a whole still have a downward bias, but are moderate. And most of them
are political, such as stumbling blocks in the Brexit negotiations, the unresolved banking problems in certain countries,
the political tensions in others and the possible lack of support for moving ahead with the European project following
the results of the German elections.

US: sustained growth despite political uncertainty and natural disasters

GDP growth recovered from the significant moderation recorded at the end of 2016, and after rebounidngto
3% YoY in the second quarter, it held steady in the third quarter. Although uncertainty remains high, on account
of both natural disasters and economic policy, the economic fundamentals are consistent with the sustained
growth of around 2% which has been recorded over the past two and a half years. The net economic impact of the
hurricanes will be limited at national level, given that the 0.2 pp that we estimate could have been pared from
growth in Q3 should be offset by the reconstruction efforts in the final stretch of the year. Moreover, the agreement
between the government and the Democratic Party has extended the deadline for approving the budget and
raised the debt ceiling. With respect to economic policy, the government is now focusing on tax reform, but this is
still short on essential details and offers only limited options for enhancing efficiency. Even if it ends up being
approved, the tax cuts are unlikely to give a significant boost to economic growth given the cyclical situation of
the economy, which is very close to full employment.

Therefore, the forecast of GDP growth is maintained at 2.1% in 2017 and 2.2% in 2018. The strenght of global growth,
the dollar depreciation, and expectations of sustainable oil prices and the slight improvement in the construction sector
should favour an upturn in investment. On the other hand, the more gradual improvement in the labour market and
higher inflation point towards a moderation in private consumption at the forecast horizon. However, the slowing
rate of price increases in the past few months and the absence of clear signs of inflationary pressures suggest that
the process of monetary policy normalisation will continue slowly.

Even so, the risks to this scenario continue to be downside due to the unknowns regarding the implementation of
economic policy measures announced and the accumulation of financial vulnerabilities, favoured by the long period of
cyclical expansion and loose demand-side policies, which could trigger a recession in the medium term.
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LEGAL NOTICE

This document, prepared by BBVA Research Department, is informative in nature and contains data, opinions or estimates as at
the date of its publication. These derive from the department’s own research or are based on sources believed to be reliable, and
have not been independently verified by BBVA. BBVA therefore makes no guarantee, express or implied, as to the document's
accuracy, completeness or correctness.

Any estimates contained in this document have been made in accordance with generally accepted methods and are to be taken as
such, i.e. as forecasts or projections. The historical evolution of economic variables (positive or negative) is no guarantee that they
will evolve in the same way in the future.

The contents of this document are subject to change without prior notice for reasons of, for example, economic context or market
fluctuations. BBVA does not give any undertaking to update any of the content or communicate such changes.

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

Neither this document nor its contents constitute an offer, invitation or solicitation to acquire, divest or obtain any interest in assets
or financial instruments, nor can they form the basis of any contract, commitment or decision of any kind.

In particular as regards investment in financial assets that may be related to the economic variables referred to in this document,
readers should note that in no case should investment decisions be made based on the contents of this document; and that any
persons or entities which may potentially offer them investment products are legally obliged to provide all the information they need
to take these decisions.

The contents of this document are protected by intellectual property law. It is expressly prohibited to reproduce, process, distribute,
publicly disseminate, make available, take extracts, reuse, forward or use the document in any way and by any means or process,
except where it is legally permitted or expressly authorised by BBVA.
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