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2. The positive global environment is strengthening

Robust and steady global growth with a more synchronized recovery across areas

The growth rate of the world economy has stabilised by mid-year at around 1% QoQ, and the available indicators
suggest so far that this trend will continue in the second half of the year (Figure 1). Global confidence indicators continue
to improve, both in advanced and emerging economies, and anticipate a more positive outlook than the activity
indicators, which slowed down at the beginning of the third quarter. Nonetheless, global trade growth remains solid and

the recovery of the industrial sector continues apace, underpinning the upturn in investment, while private consumption
remains resilient despite weaker tailwinds.

Figure 2.1 World GDP growth Figure 2.2 GDP growth by region
(QoQ, %) Forecasts based on BBVA-GAIN (Seasonally Adjusted Annual Rate, %)
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This positive dynamic reflects a stronger economic performance in all areas (Figure 2). In the advanced economies, US
GDP rebounded in Q2 and dispelled doubts over the persistence of moderate growth in the coming quarters, while a
greater strength from domestic factors was behind the positive surprise in Europe. In emerging economies, stable growth
in China will continue to support the rest of Asia, which, coupled with favourable financial markets conditions, is also
allowing growth in Latam countries to gain traction. In addition, the recovery in Russia and Brazil means that these
countries are no longer dragging global growth. Hence, unlike other episodes of growth since the financial crisis (in early
2013 and mid 2014), the current recovery is proving to be more synchronised,* according to our index.?

This environment of positive and more synchronised growth has thus far been accompanied by moderate levels of
inflation, also generalized by areas, despite the abundance of liquidity in the markets, while there are still no clear signs
of accumulation of inflationary pressures. In the case of the emerging markets (EM), the appreciation of their currencies

1: Proof of this can be found in the fact that Harding and Pagan’s concordance index for growth in developed and emerging economies has risen 25% since 2016.

2: The synchronisation index given here is the product of inverting the standard deviation of quarterly growth observed across countries. The index therefore associates
less (more) growth volatility among countries with a higher (lower) degree of synchronisation worldwide.
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due to a weak dollar and a certain increase in commaodity prices has helped inflation to continue to abate. Among the
developed economies, the reduction in inflation results from the disappearance of the base effect of energy prices
(especially in Europe) and certain transitory factors (mainly in the United States), although core inflation remains at low
levels and doubts persist on whether the factors underlying this weakness of inflation are temporary or permanent. This
context helps central banks in the emerging economies to have greater room for manoeuvre to continue supporting
growth, while it allows the monetary authorities in the advanced economies to remain cautious in normalizing their
monetary policies.

Other drivers behind the global performance, such as fiscal policies, have generally been neutral or expansionary lately,
while relatively subdued commodity prices appear to extend over the forecast horizon, and relatively complacent
financial markets are not suffering persistently from sources of political stress.

Figure 2.3 Synchronisation index Figure 2.4 Financial tension index. USA vs. Eurozone
(based on the time variance of GDP) (normalised)
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Favourable environment in financial markets and normalization of monetary policies

In this quarter market dynamics have been broadly unchanged since the first half of the year in spite of episodes of
stress (Figure 4), above all of a political (debt ceiling debate in the United States) and geo-political nature (tensions in
North Korea). These events have caused a certain safe-haven effect on debt, which has led long-term interest rates to
the lower end of the market range. However, its effect has been only transitory.

In an environment where growth remains dynamic and with no downward surprises on inflation, central banks are
pressing ahead with the gradual process of withdrawing monetary stimulus. Specifically, the US Federal Reserve (Fed)
has announced it will start reducing its balance sheet as from October. This would take the form of a passive reduction,
by allowing a portion of public and private bonds to expire, which has been well communicated, so it has not generated
any tensions in markets. Moreover, the Fed, still expects to implement a series of rate hikes, even though the markets
have systematically shown themselves to be more bearish. We expect a 25 bp hike for official rates in December this

Mexico Economic Outlook / 4th quarter 2017 6



BBVA | esearcr

year and then two further hikes up to 2% in 2018. However, uncertainty about these hikes has increased, not only

because inflation is still at low levels, but also because of the changes that are going to take place at the Fed following
the exit of many of its members.

The European Central Bank (ECB) will announce the tapering of its asset purchase programme in October, which it
would start to implement in January next year. The withdrawal of stimulus will be gradual and the ECB will be as flexible
as possible, although the precise strategy it will adopt is uncertain as regards how much it will scale back its purchases
and for how long the programme will continue. Our scenario contemplates a gradual reduction in purchases until the
programme ends in summer 2018. Rate hikes, however, will be delayed until mid 2019, largely due to the ECB’s growing
concern over euro appreciation and its potential impact on inflation.

Like in the previous quarter, the combination of low volatility, low rates and dollar weakness have drawn a favourable

outlook for EMs. Hunt for yield strategies have led to strong inflows towards EMs, particularly in the bond market, as
well as currency strength.

Figure 2.5 Fed and ECB balance sheets Figure 2.6 World GDP forecast by region
(level and quarterly changes, in billions of USD) (% YoY)
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Higher global growth on the upward revision in Europe and China

Our new forecasts lead global growth to accelerate to 3.4% in 2017-18 (Figure 6), which implies an upward revision of
around 0.2pp this year and an acceleration from 3.2% in 2016. This change is due to higher forecasted growth both for
China and Europe in 2017 on account of positive surprises in both regions since Q2. For the United States, we are
maintaining our estimate of sustained growth of slightly over 2% within the forecast horizon, while the better progress
predicted for the Latam economies is being confirmed. In contrast, growth for the rest of the Asian economies will

continue to be robust, although it will feel the effect of the expected slowdown in the Chinese economy in the coming
quarters.
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The underlying factors supporting the acceleration and stability of global growth will remain present, even though some
of them could gradually wear off in the coming quarters. The most immediate will be the normalisation of monetary
policy by both the Federal Reserve and the European Central Bank (Figure 5), as it will lead to gradual reduction in
global liquidity and less support for capital flows into the emerging economies. In addition, there are still multiple political
risks that can influence economic confidence and market behaviour.

The United States: sustained growth in spite of political uncertainty and natural
disasters

GDP growth rebounded to 3.1% YoY in Q3, bouncing back from the substantial decline experience din the two previous
quarters. Although uncertainty is still high, due to both natural disasters and economic policy, the economic
fundamentals remain consistent with 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 the national level, given that the 0.2pp that we
estimate could be subtracted 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 Democrats has delayed the deadline for approving
the budget (guaranteeing government funding until December) 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 is finally 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.

For all these reasons we maintain our GDP growth forecast of 2.1% in 2017 and 2.2% in 2018. The solidity of global
growth, dollar depreciation, expectations of sustainable oil prices and the mild improvement in construction should
support an upturn in investment. On the contrary, the more gradual improvement in the labor market and higher inflation
lead us to continue to forecast a slowing down in private consumption over the forecast horizon. Even so, more sluggish
growth in prices in recent months and the absence of any clear signs of inflationary pressures mean that we expect the
Fed to continue slowly with its normalisation process for monetary policy. The risks for this scenario are still to the
downside owing to the unknowns regarding the implementation of the economic policy measures announced, whereas
the long period of cyclical expansion together with lax demand-side policies still work in favour of a build-up of financial
vulnerabilities that could trigger a recession in the medium term.

China: a more promising outlook in the short term

Support from the Chinese authorities, especially with a pro-growth fiscal policy, has led to a somewhat better than
expected economic performance in the first half of the year, with GDP growth stabilising at 6.9% YoY. In spite of this,
measures have been taken over the year to tackle financial vulnerabilities and encourage an orderly deleveraging
process. Particularly, the tightening of regulation on shadow banking and real estate markets are being combined with
more prudent monetary policy, less expansionary fiscal policy and the removal of certain controls from the exchange
market. The Communist Party Congress in mid October should shed more light on both the commitment on the part of
the authorities to taking on the expected structural reforms to adjust the growth pattern and whether priority will be given
to financial stability over economic growth.
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As a result of the recent improved performance, we have revised up our GDP growth forecast upwards by around 0.2pp
to 6.7% in 2017, somewhat higher than the target of 6.5% that the authorities are aiming for, although we maintain our
prediction of a slowdown in 2018 to 6%. Since mid-year available indicators were already showing us signs of more
moderate economic growth and could be reflecting the impact of more prudent demand-side policies, but with the
adverse effect on activity of regulatory tightening, the removal of over-capacity from companies and currency
appreciation. Inflation remains subdued, especially in food, although industrial product prices have risen again due to
supply-side disruptions. In contrast, the regulatory toughening and a stronger currency should continue to contain price
developments, and thus we are keeping our inflation forecast at 1.7% in 2017 and 2% in 2018.

The authorities’ strategy and the more gradual slowdown in growth have diminished the risks over the forecast horizon,
although they are still rising over the medium term given that debt remains on the rise with some debt service indicators
at high levels, while the adjustments by state-owned companies is still being delayed.

Eurozone: increased growth due to strong domestic demand

The European economy has advanced at a quarterly rate of around 0.6% since the end of last year. More sustained
global demand continues to support exports, while the impact of a stronger euro has been limited. The strength of the
euro partly reflects the best cyclical momentum of the European economy, driven by the solidity of domestic
fundamentals (improvement in the labor market and increased confidence), which have encouraged a better
performance by both consumption and investment. Although economic performance has been somewhat better than
expected so far this year, the weakness of core inflation is keeping the ECB wary. Therefore, even if it will begin to
reduce the bond purchasing programme at the beginning of next year,, monetary policy will still underpin growth through
the maintenance of very low interest rates beyond the forecast horizon. Fiscal policy will also be mildly expansionary
in 2017-18, being favoured by the positive impact of the cyclical recovery, which provides more room for the Member
States to maintain a degree of fiscal support without compromising the achievement of targets. For all these reasons
we have revised forecast GDP upwards by 0.2pp in 2017 to 2.2%, which represents above-potential growth for the third
year in a row. This makes it hard to imagine a significantly higher acceleration in the short term. In addition, certain
tailwinds from the past are faltering somewhat or starting to blow in the opposite direction (euro appreciation, rising oil
prices and the stabilisation of world growth) and are behind the expected slowdown to 1.8% in 2018.

Headline inflation has held relatively stable in the third quarter, with lower energy and food prices being offset by a rise
of around 0.1pp in core inflation (to 1.3%). Beyond the volatility and seasonality of certain components of inflation, the
strength of domestic demand, the improvement in the labor market and the incipient rise in wages should start to push
prices upwards in the coming quarters, although the impact of recent euro appreciation on import prices leads us to
revise our forecast for headline inflation downwards by around 0.1pp in 2017 to 1.5% and 0.2pp in 2018 to 1.2%, while
we are keeping an unchanged forecast of a gradual increase in core inflation (1.1% this year and 1.4% in 2018).

Domestic risks for the eurozone as a whole still have a downward bias but are moderate. And most of them are political,
such as the obstacles in the Brexit negotiations, despite some recent rapprochement of the positions, the unresolved
banking problems in certain countries, as well as the political tensions in certain Member States and the possible lack
of support for moving ahead with the European project after the results of the German elections.
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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 is 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 aloss 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 initial 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.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons
or entities. In particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom,
(i) those with expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or
entity under Section 49(1) of Order 2001 to whom the contents hereof can be legally revealed.

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 Bancomer and the rest of BBVA Group who are not members of FINRA (Financial Industry Regulatory Authority), are not subject to the rules
of disclosure for these members.

“BBVA Bancomer, BBVA and its subsidiaries, among which is BBVA Global Markets Research, are subject to the Corporate Policy Group
in the field of BBVA Securities Markets. In each jurisdiction in which BBVA is active in the Securities Markets, the policy is complemented
by an Internal Code of Conduct which complements the policy and guidelines in conjunction with other established guidelines to prevent
and avoid conflicts of interest with respect to recommendations issued by analysts among which is the separation of areas. Corporate
Policy is available at: www.bbva.com / Corporate Governance / Conduct in Securities Markets”.
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