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Global trade tensions increased after the G-7 meeting, as the US refused to sign a joint G7
statement(see). Nonetheless financial markets began the week positively ahead of tomorrow's meeting
between the US and North Korea (see). The US Treasury 10Y yield continued on its upwards trend
(ahead of this week FOMC meeting see preview below), while the equity volatility index remained
subdued (below 13%).

European assets benefited from fresh news from Italy. The Italian Finance Minister’s commitment to
the euro contributed to moderating the risk perception in Italy (see). Against this backdrop, Italian
sovereign risk premia narrowed in both the shorter and longer terms (-30 bps), favouring an improvement
of Spanish and Portuguese risk premia. The Bund yield increased as safe-haven flows moderated ahead
of next Thursday's ECB meeting, at which it is likely to signal the end of QE. 

In this context the EUR appreciated against the USD, while EM currencies remained steady despite
decreasing oil prices (see). The main exceptions were the TRY which depreciated despite the stronger-
than-expected GDP growth (see) and the MXN, which suffered from global trade uncertainty.

 

ECB preview.
 
On monetary policy: We expect changes in forward guidance hinting at the end of QE will be possible at
this week’s meeting as easing financial conditions pave the way for the exit (euro depreciation and lower
German yields). However, the decision could be delayed to July, as the global and domestic environment is
becoming more complex. We continue to expect the ECB to end QE in 4Q18 (two-month extension into Q4
18) and hike rates in 2019 (by March the first depo hike and by June the first refi rate hike) but it is
conditional on a positive macroeconomic outlook and the absence of major changes in the political outlook.
On economic projections: The recovery in the eurozone slowed markedly in 1Q18 due to the negative
contribution of net exports, while domestic demand remained robust. Economic indicators so far, mostly
stemming from confidence surveys, point to a more moderate growth onwards (around 0.4% QoQ) than that
observed in the second half of last year (0.7% QoQ). Core inflation continues to exhibit a very gradual
upward trend so far this year (around 0.2 pp from the end of 2017 until May).
Compared with March ECB Staff forecasts, economic growth has surprised on the downside, while inflation
figures were in line with expectations or even surprised slightly on the upside, especially the core measure.
Looking forward, the main changes in economic drivers stem from oil prices and the exchange rate, while
global demand seems to remain robust. As of today oil price futures stand at around 11% higher in 2018
than assumed in the March forecasts, and around 17% in 2019 and 2020, respectively, while the EURUSD
is about 5% more depreciated than it was then. Although the effect of the changes in these drivers will

 Flash 1

https://www.reuters.com/article/us-global-markets/stocks-rise-despite-g7-clash-italy-helps-euro-idUSKBN1J7007
Remember%20that%20we%20can%20only%20distribute%20it%20internally%20due%20to%20the%20licence%20that%20we%20have%20with%20the%20provider%20of%20some%20of%20the%20data%20employed%20(EPFR).
https://www.bloomberg.com/news/articles/2018-06-11/italian-bonds-rally-after-finance-minister-tria-commits-to-euro
https://www.bloomberg.com/news/articles/2018-06-11/oil-extends-losses-as-u-s-rig-count-rises-russia-boosts-output
https://bbva.research.com/wp-content/uploads/2018/06/Turkey-1Q18-GDP-Jun2018.pdf


  
 

depend on the ECB’s view on whether the change in oil prices is a supply or demand shock, the negative
impact of higher energy prices on economic growth should be offset by the depreciation of the euro, while for
inflation both changes in drivers should increase inflation at the forecast horizon. All in all, we think that the
ECB Staff could revise down its GDP growth forecast this year, but will maintain it broadly unchanged in
2019-2020 (March Staff: 2.4% in 2018, 1.9% in 2019 and 1.7% in 2020). Regarding headline inflation
forecasts, we expect the Staff to revise up its projections by around 0.3 pp over the forecast horizon (March
Staff: 1.4% in 2018 and 2019, 1.7% in 2020), and though we expect minor changes in its forecasts for the
core measure (March Staff: 1.1% in 2018, 1.5% in 2019 and 1.8% in 2020), the ECB is expected to sound
more confident on its view of a gradual increase in inflation towards the target in the next two years, in line
with recent declarations by Peter Praet.
However, downward risks to this scenario have increased considerably since March, both global (increasing
protectionism, geopolitical tensions, vulnerabilities in emerging countries) and domestic (higher uncertainty
in Italy), so the ECB’s assessment of these risks could be more important than the updated scenario in
nuancing the tone on monetary policy at the meeting.
Topics for the Q&A: Italian political concerns and global trade tensions are very likely to be the focus of the
Q&A at this week’s press conference, particularly their consequences for the global and the European
economy. Mr Draghi will have to perform a balancing act. At this point in time, as the economic expansion
remains on track and confidence of the recovery of inflation is increasing and, as a consequence, the central
bank can take a step forward in the monetary normalization process. However, going forward, Draghi will
retain a cautious stance, emphasizing that uncertainty has increased and that the next steps on the exit
strategy will be data-dependent.
 
FOMC preview.
At its June 12th-13th meeting, the FOMC is poised to raise rates for the second time this year and the
seventh time since beginning its normalization plans in 2015. Given the strong jobs report in May, the
historically low unemployment rate and ongoing convergence of inflation with the 2% target, we expect the
language and communication to continue to hint a hawkish outlook. Although recent financial volatility, stress
in emerging markets and pressures on European debt markets could surface as a possible downward bias
to the outlook, we expect Powell’s post-meeting communication to stress the strength of the U.S. economy
while at the same time side-stepping any questions regarding the U.S. tariffs and potential trade wars. As
such, market expectations will likely continue to be closely aligned with our baseline of two additional rate
hikes in 2H18. A modest rotation in the dot plot, reflecting greater consensus around overshooting the long-
term equilibrium levels in 2019 and upside risks to inflation, will increase the probability of more than two
rate increases in 2019.
.
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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.
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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
Spain with number 0182.
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