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Market Comment | The upward trend in yields
slightly moderated ahead of the ECB meeting
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e Waiting for the ECB meeting, sovereign bond yields declined across the board, especially in

Europe, after the recent rise in yields registered during last week. Notwithstanding this decline in yields,
the USD kept remained on its upward trend as talks on a potentially more hawkish next Fed Chair
continued, despite Trump’s remarks keeping Janet Yellen among the potential candidates (see), ahead
of the final announcement expected in early December. Markets are also focused on potential
developments on Trump’s tax reform (see).

As expected, Abe won the early elections in Japan. The current Prime Minister was elected by a clear
majority and a sizeable part of markets is pricing in a continuation of “Abenomics”. Markets bet on an
extended period of market-friendly measures and economic reforms caused an increase in the Nikkei
and depreciation of the JPY against its main peers (see).

e Although European peripheral risk remained unchanged, Spanish risk suffered from political

uncertainty in Catalonia (see) ahead of the application of article 155 of the Spanish Constitution.
Meanwhile, other European assets remained little changed, including the EUR, which depreciated slightly
ahead of the ECB meeting (see ECB preview below).

e Against this backdrop, oil prices remained little changed, while EM currencies depreciated across the

board on a stronger USD. The only exception was the Argentine peso, which appreciated as the ruling
party won a
sweeping victory __in midterm elections (see
). Remarkably, the TRY were among the worst performers, in line with the increase of Turkish sovereing
bond yields (see).

ECB Preview: What to expect at the October meeting?

e The ECB will announce QE recalibration at this meeting. The most likely scenario is one of a longer

tapering (with lower monthly purchases) to reinforce forward guidance, anchoring interest rate
expectations.

¢ At the September meeting the ECB President Mario Draghi stated that the Governing Council (GC) would

take a decision on the tapering of QE in the autumn; which is highly likely to be revealed at this meeting.
This was confirmed by the September meeting minutes: “the Governing Council would decide in the
autumn on the calibration of its policy instruments beyond the end of the year.”


https://www.bloomberg.com/news/articles/2017-10-20/yellen-defends-her-legacy-amid-uncertainty-over-fed-leadership?cmpid=BBD102317_MKT&utm_medium=email&utm_source=newsletter&utm_term=171023&utm_campaign=markets
https://www.bloomberg.com/news/articles/2017-10-23/this-big-tax-cut-for-high-fliers-shows-why-an-overhaul-is-hard?cmpid=BBD102317_MKT&utm_medium=email&utm_source=newsletter&utm_term=171023&utm_campaign=markets
https://www.bloomberg.com/news/articles/2017-10-23/japan-s-nikkei-225-rises-for-15th-day-longest-run-on-record?cmpid=BBD102317_MKT&utm_medium=email&utm_source=newsletter&utm_term=171023&utm_campaign=markets
https://www.bloomberg.com/news/articles/2017-10-22/catalan-separatists-plot-response-to-spain-s-shock-and-awe?cmpid=BBD102317_MKT&utm_medium=email&utm_source=newsletter&utm_term=171023&utm_campaign=markets
http://www.bbc.com/news/world-latin-america-41719074
http://www.reuters.com/article/us-usa-turkey-banks/turkey-banking-shares-weaker-regulator-dismisses-iran-sanctions-report-idUSKBN1CS194?il=0
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e There is much speculation as to how the ECB will instrument the tapering, i.e. what the final scenario

chosen by the central bank will be. In particular, there is a broad debate within the GC on the trade-offs
for the future recalibration of the APP (asset purchase programme), and especially the choice between
the pace and intended duration. According to recent information, the ECB seems to be more inclined
towards a longer extension (at least until September 2018) with an ly larger reduction of monthly
purchases (€20-25 bn), as a way of anchoring interest rate expectations (and, by extension, the euro)
and maximising the reduction in the volume of sovereign bonds (as the scarcity of bonds will eventually
be an issue for the ECB).

¢ At this meeting, we expect the ECB to reveal the tapering scheme regarding the APP. We expect the

ECB to start reducing the monthly purchases of assets by early 2018 and to end it by 3Q18, but it may be
extended until the end of the year. All in all, the ECB will probably adopt a flexible strategy, i.e. contingent
upon the evolution of economic conditions, in order to guide market expectations.

On the economic front, there has been no significant news over the last month and a half that might alter
the ECB’s view. Economic indicators so far point to robust and steady growth in 3Q17, while inflation
remains stable, but below the target. On the one hand, confidence data have increased slightly in recent
months and remain at high levels across sectors and member states. On the other, hard data also
improved in August, after some disappointing figures in July, suggesting that the recovery in the industrial
sector and exports remains on track, supported by both strong domestic and global demand while, the
impact of the euro’s appreciation seems to be limited so far.

On consumer prices, beyond the volatility of certain components of inflation in previous months, both
core and headline measures remained unchanged in September at 1.3% and 1.5% YoY respectively.
Looking forward, headline inflation is expected to decline by year end, driven by the negative base effect
of energy prices along with the appreciation of the euro, while core inflation is likely to remain fairly stable
until the end of the year after the increase by around 0.5 pp since the end of 2016, thus keeping a very
gradual upward trend onwards. This is what leads the ECB to remain very cautious, looking for further
signs to confirm that the strength of domestic demand and the improvement in the labour market should
begin to push prices upwards in a sustainable manner in the coming quarters. So far this evidence has
only been shown by some price components of the confidence surveys and incipient wage rises in the
euro zone as a whole.

¢ To avoid any major impact on financial markets, good communication remains key.
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Source: Bloomberg, Datastream and Haver
* 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
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
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