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Global expansion will continue in 2014 (3.6%) and
2015 (3.9%), this time with a greater contribution from
developed economies.

Financial tensions return to emerging economies, but
markets will start to differentiate between countries
depending on their fundamentals and the soundness of
their economic policies.

Latam will grow 2.5% in 2014 and 2.6% in 2015 with
increasing differentiation between countries. The
Pacific Alliance will grow 3.8% in 2014, while Mercosur
will do so by 1.5%.

External deficits will start to go down from 2014
onwards. These deficits are still financed with long-term
capital. Even so, the region shows a certain loss of
competitiveness in the last few years.

Most countries in the region have good buffers to
withstand the Fed’s tapering, but in the light of less
expansive financial conditions countries will reflect the
difference between their fundamentals more clearly.
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1. Summary

The global cycle is improving, with more growth and more balanced risks. Global GDP
growth will accelerate from 2.9% in 2013 to 3.6% in 2014 and 3.9% in 2015. This
improvement has been supported by the acceleration in the developed economies, above all
the US, which we expect to continue in the next two years. This cyclical improvement in the
US has given the Fed space to start the tapering of monetary stimulus, which, as is to be
expected, will have a global impact. Emerging economies have been the most affected, with
reductions in capital inflows and depreciations of their currencies, although this is more due to
idiosyncratic events in the major emerging economies than as a result of the start of tapering.
Among these countries, the worst affected are those with the largest foreign-currency deficits
financed with shortterm capital. These tensions do not alter our growth forecasts for the
emerging economies as a whole (and, of particular importance for Latin America, they do not
change our growth forecasts in China) but they do mean a not inconsiderable risk to the
downside, although lower than six months ago.

Volatility also returned to Latin American markets, although we expect that fundamentals
should foster differentiation from now on. Although the start of tapering by the Fed did not
cause much turbulence in exchange rates or asset prices, which had already discounted the
move, idiosyncratic events in key emerging economies did provoke an increase in risk
aversion in emerging markets. Even so, the adjustment is nothing like the one in May 2013 or
in earlier episodes of volatility. Similarly, capital inflows have not reversed in the region, with
the exception of Brazil in the last few months. Further on, markets should start to discriminate
on the basis of the soundness of their macroeconomic fundamentals, and little contagion is
expected from the sharp exchange rate depreciation in Argentina to the rest of the region,
although there could be a moderate effect on Brazil and Uruguay, through the trade channel.

Latin America will increase growth from 2.2% in 2013 to 2.5% in 2014 and 2.6% in 2015.
This year, growth will gradually increase as domestic demand picks up, particularly due to the
recovery in Mexico, after the temporary bump in 2013. Exports growth will also contribute,
thanks to the recovery in global growth, especially in developed countries, and helped by a
more competitive exchange rate. In the longer term, growth in the region will continue to
converge gradually towards its potential, at slightly below 4%.

Growth in the region will be increasingly heterogeneous. The Pacific Alliance will grow at
more than double the rate of the Mercosur countries in 2014 and 2015. In particular, we
are revising slightly upwards our forecast of three months ago for average growth in the
Pacific Alliance, up to 3.8% in 2014 and 3.7% in 2015, while revising downwards that for
Mercosur, to 1.5% and 1.8% respectively. Again the three Andean countries (Peru, Colombia
and Chile) — together with Paraguay — will be most dynamic in 2014 and 2015. Peru,
especially, will grow by 5.6% in 2014, Colombia by 4.7%, Chile by 4% and Paraguay 5.3%,
rates which (except in the case of Paraguay) will increase significantly in 2015. Mexico should
also raise its growth strongly in 2074 up to 3.4%, once the construction sector has passed
through and out of its bad patch. Brazil, however, will show only moderate growth of 2.5% in
2014 since, despite being in an election year, it will be held back by monetary tightening and
structural economic problems, which will also push down its growth in 2015 to 1.9%.

The merely moderate growth in domestic demand and a slightly downward trend in
commodity prices will maintain the pressure on fiscal deficits in the region. Nevertheless,
we expect fiscal deficits will begin to curve downwards from 2015 onwards in most
countries, as growth and external demand recover.

On the external side, current account deficits will begin to go down between 2014 and
2015, especially in those countries with a higher external gap, such as Peru and Uruguay.
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Prospects for external balance are improving thanks to the end of supply-side problems in
some countries” export sectors, exchange rate depreciation and the recovery in global growth.
Moreover, external deficits are still largely financed through foreign direct investment flows,
which limit external vulnerability for most countries in the region. Even so, the region has
been losing some competitiveness in the last few years, after the progress made up until the
beginning of the global crisis of 2008.

With the exception of Uruguay and Brazil, the countries in the region with inflation targets
will see gradual convergence of inflation towards the core of their central banks’ target
range throughout 2014. Although we expect some effect on inflation from the depreciation
in exchange rates, we estimate that this pass-through will be limited and temporary, with
greater pressure on Brazil and Uruguay, due to the greater exchange depreciation undergone
there. It is precisely in these two countries that we expect pressure on inflation to continue
throughout 2014 and 2015.

Inflationary pressures will condition monetary tightening in Brazil and Uruguay. The other
countries with inflation targets (the Pacific Alliance countries) will each follow their own
path, according to their cyclical positions. Nevertheless, interest rates in the Pacific Alliance
countries will converge towards an interest rate range between 3.5% and 4.25% at the end of
2014, in sharp contrast with interest rates of more than 10% in Brazil. In 2015 we expect
interest rate hikes in all countries with inflation targets, to keep inflationary pressures at bay
(Brazil, Uruguay) or in line with their cyclical strength (countries in the Pacific Alliance,
particularly in the three Andean nations) and in the context of the interest rate rises that will
start in the US in that year.

The withdrawal of quantitative easing by the Fed should already be priced into the exchange
rate. We expect relatively stable exchange rates in the next two years, apart from Brazil and
Uruguay, which will suffer significant depreciations. In Brazil depreciation will reflect the lack of
progress made on reforms to recover the erosion of productivity and competitiveness, weak
growth, high inflation rates and the impact of the exchange rate depreciation in Argentina.
Uruguay will also experience significant depreciation in 2014 and 2015, dragged down by that
of its main trading partners and by higher inflation than its neighbours.

The region has effective buffers to deal with the Fed’s tapering and other external shocks.
There are a range of factors which reduce most countries’ vulnerability to an external shock
such as the reduction in global liquidity. Foreign deficits, explained by an increase in
investment, are financed by long-term capital (FDI, mainly) and are now starting to curve
downwards. Reserve levels continue increasing in most countries at the same time as public
and private borrowing is reduced, particularly that conducted in foreign currency, reducing
currency mismatches. Even more so, given a lower currency mismatch, flexible exchange
rates have already worked as an initial buffer to external shock.

Less liquidity will mean that markets will increasingly focus on fundamentals, which
heightens the importance of continuing the reform agenda. As mentioned in earlier
editions of our Latam Economic Outlook, it is crucial to increase productivity growth in
order to ensure per capita growth in the long term. Otherwise, it will be increasingly difficult
to grow at the same path with the same rate of investment, given slower growth in both
population and the efficiency in the usage of factors. Therefore, it is essential that the region
drives forward its second generation reforms, after winning consensus in the 90s about the
benefits of implementing prudent economic policies.

www.bbvaresearch.com

Page 4



BBVA

Latam Economic O
First Quarter 2014

2. External environment: more growth
and more balanced risks

The global economic cycle is improving and we now have clarity
on some economic policy uncertainties

The global economic cycle strengthened during the latter months of 2013. According to our
estimates, during the second half of 2013, global GDP accelerated to a rate close to 1% QoQ,
leaving behind the moderation with its roots in 2012 and its low at the beginning of 2013,
when growth was barely 0.5%. This improvement was driven by the acceleration of the
developed economies - particularly the US, but also the eurozone, which started to see
moderate growth. In the emerging markets, the situation is more diverse, but some of them
(e.g. China) are posting relatively stable rates of growth.

Our improved assessment of the global scenario is also the result of the developments in
economic policy, inasmuch as this helps to reduce uncertainty. First, the US reached a more
far-reaching agreement on fiscal policy than we expected. Meanwhile, the improvement in
activity allowed the Fed to start tapering its expansive monetary policy at the beginning of
2014. In Europe, further steps have been taken towards the construction of banking union,
which together with the ECB’s determination to keep risks under control, should eliminate the
hobble represented by financial fragmentation. The global outlook would be clearer if it were
not for the effect that the tapering is having on financial markets in the EMs, and which could
eventually affect economic growth in some of the countries included in this category.

utlook

Chart 2.2
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biggest contribution to global GDP in the next 10 years. The
group comprises China, India, Indonesia, Brazil, Russia, Korea,
Turkey, Mexico and Taiwan.

Source: BBVA Research and IMF

Thus, global GDP growth, which in 2013 had decelerated to 2.9%, will increase to 3.6% and
3.9% in 2014 and 2015, respectively (Chart 2.1), almost the same as our forecasts three
months ago. The expected increase in global growth does not detract from the existence of
downside risks to our forecasts. Although these risks are a long way from having the systemic
nature that they had in the past, some recent events such as the fall in asset prices and
currency depreciation in EMs have made themselves felt.
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The US starts to unwind its monetary stimulus

US GDP growth has been accelerating through 2013, which by year-end allowed the Fed to
take the first steps towards withdrawing monetary stimulus. Furthermore, in December, an
agreement was reached that represents an important step forward in eliminating the
uncertainty regarding the funding of the government’s activity in 2014-15, as well as reducing
the fiscal adjustment initially forecast for that period.

The outlook for monetary policy has also clarified recently, in line with our expectations. As a
conseguence of an acceleration in activity with well-anchored inflation expectations, the Fed
decided to start to taper its monthly purchases of financial securities. All in all, in the fourth
qguarter of 2014, the central bank will have stopped expanding its balance sheet. Our base
scenario also assumes that the first increase in interest rates will take place in the second half
of 2015, although the FED will continue to use its forward guidance to anchor interest-rate
expectations. In fact, the Fed's efforts to explain its exit strategy have been relatively
successful in avoiding episodes of volatility like we saw last summer. Both long-term interest
rates and expectations regarding Fed funds remain at levels no higher than the beginning of
the summer (Chart 2.2). This is significant because part of the US recovery was due to
interest-rate sensitive sectors such as real estate.

In this context, we have revised upwards our forecast for US growth in 2014 to 2.5%, the
same as our estimate for 2015 (Chart 2.1). This adjustment reflects both the strength of the
US economy in the second half of 2013 and the additional momentum contributed by the
reduced fiscal drain thanks to the agreement reached at the end of last year. Note that there
are also upside risks to our forecast if the improvement in confidence results in additional
corporate investment and hiring.

The withdrawal of monetary stimulus in the US could cloud the
outlook for some emerging economies

The change of direction in US monetary policy has, as usual, had a global impact. The
emerging economies are being subjected to reduced capital inflows and currency
depreciation, intensified in some cases by domestic events that have increased uncertainty
regarding the management of their respective economic policies. In addition, there continues
to be a differentiation between economies depending on their fundamentals: higher external
deficits and more dependence on short-term and foreign-currency funding are associated with
greater vulnerability to capital outflows and currency depreciation (Chart 2.3).

The recent tensions have not changed our growth forecasts for the EMs as a whole, but they
do represent a significant downside risk. This risk is higher in the economies that have a
higher weighting in global investment portfolios and that have the above-mentioned
vulnerabilities: Turkey, Brazil, Indonesia and India in particular. The monetary tightening being
introduced by some of these countries to control currency depreciation and inflation
expectations will inevitably have a negative impact on growth. All in all, the diversity within the
EM group means that our outlook remains favourable for some parts of South America, such
as the Andean economies, emerging Asia and Mexico, some of which are benefiting from the
cyclical momentum of the US economy (Chart 2.4).

Growth in China remains at around 7.5%, but the vulnerabilities
are more evident

The fourth quarter was a clear example of the duality of China’'s economy as both a support
for the global economy and a potential risk factor. The uncertainty at the beginning of the last
year regarding the sustainability of its growth and the possibility of a hard landing dissipated in
the short term. The economy recovered in the second half of 2013 (Chart 2.4) and maintains
a good tone, although some of the more recent data on confidence and expectations of
manufacturing activity are once again below market expectations.
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Fundamental changes in economic policy have also been announced. At the Third Plenum of
the Chinese Communist Party, the authorities reiterated their commitment to maintaining high
rates of growth, while proposing measures that will strengthen the role of the market in
allocating resources and a rebalancing from a model of investment and exports towards
increasing household consumption. These announcements are steps in the right direction, but
their effectiveness will depend on their execution, and they are not without risk.

For example, as regards the financial sector, the authorities are continuing to demonstrate
their commitment to tackle the current vulnerabilities, fundamentally linked to the rapid
growth of credit. This is being reflected in liquidity tensions in the interbank market which are
above all affecting the so-called shadow banking sector, although the authorities have not
managed to moderate the rate of growth in credit.

In any case, our 2014 and 2015 growth forecasts for China’s economy remain unchanged (at 7.6%
and 7.5% respectively), based on our confidence in the authorities’ scope and ability to take action.

Chart 2.3
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The gradual recovery in the eurozone continues, with the
support of the ECB and with banking union in its sights

After starting the year in recession, the eurozone managed to sustain moderate expansion
throughout the second half of the year, in line with our forecast. Thus the fourth quarter data
indicate YoY growth of 0.4%, which although only slight, is its best since the end of 2011. The
driver of this slight improvement was the prospect of an increasing role played by domestic
demand and the sustained improvement in credit financial conditions, favoured by the
determination and commitment of the ECB to an expansive monetary policy. Nonetheless, the
engine of European growth in 2013 and 2014 was, and will continue to be, the export sector.

In any case, we cannot rule out periods of instability as we approach events that could alter
the panorama of progress in banking union and of strengthening the monetary union in
Europe in general. The events to watch in this context include the European Parliamentary
elections, and developments on the conditions and results of the stress test and asset guality
review of the banking sector.

All'in all, we reiterate our forecast for eurozone GDP growth at 1.1% for 2014. For 2015 we
estimate 1.9%. However, given our projection of continued cyclical weakness, we are also
maintaining as a risk event to our forecast horizon a scenario of significant deflation, although
we assign a low probability to this risk.

1: The group of financial institutions and vehicles that fall outside the regulation of the banking system, but that carry out the same
intermediary functions between the economic agents with surplus liquidity and those with insufficient savings to take consumption or
investment decisions.
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3. Return to volatility in the financial
markets in Latin America

Volatility in financial markets has increased again, as a result of
the start of tapering and, above all, due to domestic events in
some emerging economies

The US economy’s recovery and its rosier prospects enabled the Federal Reserve to
announce, at its 18 December meeting last year, the gradual withdrawal of its aggressive
monetary stimulus, which it began to implement at the beginning of 2014. However, the

immediate reaction of key asset prices in emerging markets, and in particular Latin America,
was not particularly noticeable.

Movements in Latin American financial markets, since tapering was announced on 18
December up until the middle of January, were basically determined by idiosyncratic issues
and not by the actions of the US Federal Reserve. It is worth pointing to several localised
episodes of volatility, such as the mild depreciation of exchange rates in the region and, in
some cases, the fall in stock exchange indexes (as happened in Colombia), as well as the slight
uptick in country risk (in Brazil, for example).

Chart 3.1 Chart 3.2
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After the adjustments made from the end of May onwards, when the then Chairman of the
Federal Reserve, Ben Bernanke, indicated that the beginning of the withdrawal of gquantitative
easing would not be long in coming, the relative calm in financial markets in the region at the
end of 2013 and beginning of 2014 reinforced the feeling that tapering had in general
already been reflected in asset prices.

A series of better news than expected on the economic cycle meant that the markets
anticipated the interest rate rise in the US (see Chart 2.2), raising concerns about a reduction
in global liguidity. More recently, a series of negative events in key emerging economies, such
as a degree of fear of renewed weakness in China, political tensions in Turkey, strikes in South
Africa and a sharp depreciation in the exchange rate in Argentina, caused a pronounced spike

in volatility in emerging markets, including those in Latin America (see the most recent data in
Charts 3.1 and 3.2).
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So it was that since the middle of January exchange rates in the region depreciated by between
0.3% and 4% in the major countries (without including the 15% depreciation in Argentina), more
strongly in Chile and Colombia and less so in Peru and Mexico. Furthermore, stock exchange
indexes in these countries fell around 4% in most countries and the sovereign differential increased
between 1pp in Mexico and 15pp in Colombia (+371pp in Argentina). We should highlight that
these movements in the last month were in an environment in which metal raw material prices
went down, with a negative impact which mainly affected Chile and Peru, while oil prices remained
relatively stable and agricultural product prices in general went up (due to supply-side issues), with
a positive impact on Mercosur countries.

Although the turbulences recorded from mid-January have not been trivial, they are not
comparable with those of May 2013 and in particular with previous episodes of volatility such
as after Lehman Brothers went bankrupt or after the US credit rating was revised downwards
(see Charts 3.3 to 3.5).

Chart 3.4
Chart 3.3 Changes in stock prices in Latam in episodes of
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Chart 3.5
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Finally, capital flows data, which are as vyet still scarce for the end of 2013 and beginning of
2014, suggest that in general there has not been a short-term capital outflow on the part of
residents, although there has been a reduction in the inflows of non-residents. This reduction
even implied moderate recent outflows in countries such as Brazil and Colombia (see Charts
3.6 and 3.7), but not in countries such as Chile, where inflows have continued to be positive
(see Chart 3.8).

Chart 3.7 Chart 3.8
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Source: National statistics and BBVA Research

Nevertheless, after a first phase of similar moves, markets ought
to start discriminating on the basis of fundamentals and the
solidity of economic policies

Although recent volatility has been generalised, we expect markets to begin differentiating
those countries with solid fundamentals from those which are more vulnerable. Heavy
turbulence in economies such as Argentina, Turkey and South Africa reinforce this view.
However, as Charts 3.9 and 3.10 show, in the remaining emerging economies there has not
yet been much discrimination. Whether it is the movements that have taken place since
tapering was announced in December, those made after the increase in volatility in the middle
of January, and even the more recent correction in the last few days, there is little
heterogeneity. So, for the moment, we see relatively little differentiation between countries
with better fundamentals and those with worse ones, both in and outside Latin America.

Among the still scanty signs of discrimination are implicit depreciations in future exchange rate
contracts (see Chart 3.9), which show that the adjustment due in exchange rates in countries
like Brazil, Turkey and India is much more significant that in countries such as those in the Pacific
Alliance. Furthermore, the improvement in Mexico's sovereign debt rating from Baal to A3
announced by Moody’s at the beginning of February and that of Colombia to BBB by Fitch in
December contrast, for example, with the comments made by the main ratings agencies about
the possible downgrading of Brazil in the next few months.

Page 10
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Chart 3.9
Variation in exchange rate from start of tapering  chart 3.10
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The view that markets ought soon to start to discriminate on the basis of fundamentals is
supported by earlier episodes of turbulence. So, for example, after the movements in financial
markets in May 2013 when it was announced that tapering would begin before long, the
markets started to discriminate between the more and less solid economies (see Charts 3.11
and 3.12). The economies which, for example, depended least on short-term capital flows
were the least impacted by the asset price correction process (see Chart 2.3).

Chart 3.11 Chart 3.12
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Therefore, we expect the withdrawal of liquidity by the Federal Reserve to expose the
vulnerabilities of those countries with worse fundamentals, more exposed to idiosyncratic
shock effects. Since most countries in the region, including the Pacific Alliance countries
(Mexico, Chile, Colombia and Peru), maintain solid economic policies and are displaying few
imbalances, contagion is not expected from the worse affected economies, particularly in a
scenario in which we anticipate that China will stabilise its growth at current rates. Not even
the tensions in Argentina will have a significant impact on the region as a whole, and in any
event this will be very limited in the case of Brazil and Uruguay, as analysed in Box 1.
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Box 1. Limited contagion from Argentina to the rest of Latin America, concentrated on

Brazil and Uruguay

One of the events towards the end of January which
contributed to raising doubts about the progress of
emerging economies was the increase in the rate at which
exchange rates were going down in Argentina. In
particular, between 21 and 23 January, the rate of
exchange went down by 14% to 6.88 pesos per USD,
stabilising a few days later on 23 January at around 8
pesos per USD.

The drop in exchange rates in Argentina coincided with a
sharp depreciation of other emerging currencies, such as
the Turkish lira and the Russian rouble. Latin America’s
other currencies all weakened against the dollar from the
end of January too. All this has led to certain concerns
about the possibility of a widespread crisis in emerging
economies. Our view is that the turbulence in financial
markets during January and February has had some global
components (such as a possible bringing forward of
interest rate rises in the US and shortterm worries about
the Chinese growth rate), but also idiosyncratic factors in
the most affected economies (Argentina, Turkey, India,
Indonesia and South Africa, among others).

Specifically, there is a series of reasons for which sharp
depreciation in the Argentinean exchange rate and a
slowdown in its economic activity which might be the
conseqguence of an increase in market interest rates, would
have a very limited effect on other countries in the region,
apart from Brazil and Uruguay. But even in these two the
effect would, in any case, be contained.

The main channel through which turbulence in Argentina
might affect the remaining countries in the region is
through its effect on international financial markets and
investor mood in the area. However, Argentinas
involvement in international financial markets is much less
than its economic weighting in the region. Argentina has
not returned to international financial markets since it
suspended payments in 20071, which has brought its
foreign debt level down from 130% of GDP in 2002 to
70% in 2005 and 31% in 2013. Furthermore, capital
inflows on the part of non-residents have also been limited
in the last few years. All this has meant that Argentina’s
input in the region's main indexes is very small (see, for
example, Chart B.3.1 for the EMBI index). So it is highly
unlikely that it can trigger an exit of funds centred on the
region. Likewise, the correlation between changes in
sovereign spreads in Argentina and the remaining
countries in the region is much less than the correlation
between Mexico and Brazil, to a large degree because the
change in spread in the case of Argentina has been mainly
due to idiosyncratic factors.

www.bbvaresearch.com
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Chart B.1.2

Correlation of sovereign spreads of each country with
those of Argentina, Brazil and Mexico (January 2009 -
February 2014)
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The second channel through which contagion might
spread from Argentina to the rest of the region is trade and
direct investment. However, Argentina’s trade links with its
neighbours are relatively limited (Chart B.3.3). Exports
from the rest of the region to Argentina only make up
2.2% of its total trade, although this percentage is greater
in the case of Brazil (8.1% of its exports, particularly in the
automotive and chemicals sectors) and Uruguay (4.8% of
the total).
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In the case of Brazil, impact on growth in 2014 is likely
to be around -0.2pp, although it could be less if
Argentina loosens some of the restrictions it currently
applies on imports from Brazil, which is more likely
now that the peso is at a more competitive level. This
impact would stem particularly from a 10% drop in
Brazilian exports to its neighbour (in January 2014 the
fall in exports was 14% YoY). In any event, this
negative impact on Brazil of the depreciation of the
peso and the slackening of activity in Argentina is not
entirely incorporated into our growth forecast of 2.5%
for Brazils GDP in 2014, which reinforces the
downside risk of this forecast.
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In the case of Uruguay the effect on growth would be
less than in the case of Brazil, not only because the
exposure level is lower, current growth is more robust
and economic policy margins are somewhat greater,
but also because the relative greater ease of access to
foreign currency on the part of individuals as decreed
by the Argentinean government could have a positive
effect on tourism in  Uruguay, which partly
compensates the price effect and that of a possible
slowdown in economic activity in Argentina.

To sum up, the recent currency depreciation in
Argentina and a possible slowdown in its economic
activity as a result of the increase in domestic funding
costs will have very limited effects on most Latin
American countries; even in the case of Brazil and
Uruguay, the most exposed to the trade channel, the
effect would be very contained. The key risk for the
region comes from a possible sharp slowdown in
China (with effects on the demand for raw materials
and impact on their price) or of a disorderly retreat
from monetary stimulus in the US which causes
heavy turbulence in international financial markets.
Fortunately, the likelihood of either risk event
occurring has gone down considerably since the
middle of 2013.
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4. Increasing heterogeneity in Latin
America

Worse data than expected in the third quarter held back growth
in 2013, but internal demand is already showing recovery in
most countries

After a third quarter with some surprises to the downside in output, we have adjusted our
estimate for growth in 4Q13, factoring in a generally orderly moderation in regional activity.
Downside surprises in the third quarter focused mainly on Brazil and Peru (Chart 4.1). In the
first case, it should be pointed out that the surprise to the downside in the case of the Brazilian
economy has implied an adjustment in our estimate for the year, from the 2.6% initially
estimated to 2.2%°. When it came to positive surprises, 3Q13 growth was slightly higher than
initially forecast in Colombia, a result which was nuanced by having been unbalanced and
because of the downward revisions in previously published data. For their part, in Chile,
Argentina, Mexico and Uruguay third-quarter results were practically in line with expectations.

Chart 4.1
Surprises in growth forecasts in the third quarter and forecast adjustments in the fourth quarter of
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Meanwhile, domestic demand indicators in the final months of 2013 and the beginning of
2014 showed, in general, a trend towards improvement in most countries. Good
performance from the confidence indexes (Chart 4.2) was a highlight, as were retail sales
(Chart 4.3) in Andean countries in the last months of 2013. In particular, the retail sales
indicator (data to November) indicates a growth profile from less to more throughout the
whole of 2013, a situation that is similar to a certain degree to that of the consumer
confidence indicators. In the Andean countries, private consumption continued to be one of
the engines of growth, backed up by good employment and wage figures.

In the case of Brazil, retail sales improved towards the end of the year, contrasting with the
first eight months, and consumer confidence indicators continued in a positive frame,
although less so than in previous months, as the labour market and disposable income
gradually weakened. Meanwhile, business confidence continued in negative territory. For its
part, in Mexico sales fell on a YoY comparison throughout the second half of the year, while
consumer confidence saw continued and increasing falls, a pessimism that is possibly related
to the fall in real wages and a slowdown in employment.

2: See our Brazil Flash: Contraction in the third quarter.
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Chart 4.2
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When it comes to imports, these continued to slacken toward the end of the year (Chart 4.4),
both in the Andean countries and in Mexico and Brazil, partly related to a slowdown in
production (manufacturing in particular) and to exchange rate depreciation. The situation was
similar to the investment component, which in Chile slowed down toward the end of the year,
coinciding with the end of the mining investment cycle. In a parallel manner, investment
recovery in Peru was slower than expected at the end of 2013. In Colombia, however, the
construction component was outstanding, in fact representing the main engine of growth.

Chart 4.3 Chart 4.4
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Thus, internal demand indicators point to a good growth to the end of 2013, although
somewhat below expectations three months earlier (Chart 4.1). In 4Q13, we estimated that
expansion in Chile was around 2.7%, well below the average from previous quarters (4.5%),
while in Colombia growth stood at around 5%, slightly less than the previous quarter. In Peru,
momentum in the sectors linked to domestic demand, such as trade and services, was key in
the final quarter, influencing an uptick at the end of the year to 5% YoY, although a little less
than expected. In the case of Mexico, a slowdown in growth continued up until 4Q13, and at
a deeper rate than initially forecast, with growth of around 0.5% YoY. In Brazil, on the other
hand, the most recent indicators show that output still was not showing signs of recovery in
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the final months of 2013, and there are even clues that the country may have gone into
recession at the end of 2013. We need to point out at this stage that the negative figures
from Brazil for the last part of the year fit into the context of an economy where private
consumption, which represents practically 80% of GDP, is losing momentum.

So, for 2013 as a whole, we estimate growth in Colombia at 4.1% and that of Chile at 4%,
while it was approximately 5% in Peru, around 2.2% in Brazil, and just about 1.2% in Mexico,
where we need to bear in mind the important negative surprise in the second quarter3.
Although half-year profiles differ - Colombia’s being skewed towards the second half of the
year, the opposite of Chile and the more stable Peru - they coincide in having profited from
internal demand that is still high.

Growth in Latin America will increase gradually, from 2.2% in
2013 to 2.5% in 2014 and 2.6% in 2015, and in subsequent
years will approach its potential

In 2014, output in Latin America will speed up gradually as internal demand becomes more
lively (Chart 4.5), particularly as a result of the return to growth in Mexico, after overcoming
the temporary shocks to the construction sector and the delay in executing public
expenditure. Also, to a lesser degree, a slight recovery compared to 2013 in Brazil and,
above all, in Peru and Colombia, will contribute to this increase, only partly offset by the
slowdown in Argentina and Paraguay compared to 201 3.

In 2014, apart from the impetus of internal demand, the highlight is the increase expected in
exports from the region, in line to the recovery of developed economies, mainly the US and
the Eurozone, and continuing momentum on the emerging economies receiving export
products from South America (Chart 2.1). Likewise, exports will benefit from a less
appreciated exchange rate in the region. We should recall, too, that recent moderation in
exports in Andean countries - negative YoY changes to the end of 2013 - and Brazil have
more to do with temporary supply-side shocks and the high benchmark for comparison, so
exports should rise again in the next few months.

Meanwhile, prices in raw materials ought to carry on supporting dynamism in the region,
some downward adjustments notwithstanding. On a medium-term horizon, we forecast that
the soybean and copper prices will continue with their slightly downward profile, whilst oil will
continue to stay high, similar to those at present (Chart 4.6). In the latter case we see no
important changes from the previous forecast, although towards 2015-2016 the outlook is for
a greater downward adjustment of around 5-6%, bearing in mind the increased production
expected from the US and Iran. In the case of copper, in 4Q its price continued to surprise to
the upside; and given the expectations of stable growth in the near future in China as well as
the recovery in the US and the eurozone, we estimate a slower convergence than previously
anticipated for this metal, although maintaining its downward trend. The soybean price
changed in line with expectations a quarter ago, and also in line with the bias to the downside
which will continue into 2014-2015. This bias is related to the surplus resulting from
estimating higher production for the 2013-2014 season. Even so, raw material prices will stay
at similar levels to the average for 2006-2012, levels that are clearly positive for the region.

As a result, for the region as a whole, we have reviewed growth forecasts slightly downwards
from November, although still on a rising profile, with growth rates estimated at 2.2%, 2.5%
and 2.6% in 2013, 2014 and 2015 respectively (Chart 4.7), from a previous estimate of
2.4%, 3.1% and 2.7%. Nevertheless, the region will gradually trend towards its growth
potential, at slightly under 4%, by the end of this decade. Internal demand will continue to
have an important weight in regional growth, but will be aligned more with GDP growth (Chart
4.7), a symptom of improved contribution from the foreign sector.

3:See Mexico GDP Flash 2Q13: GDP surprises to the downside.
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Chart 4.5 Chart 4.6
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There will be increasing differentiation within the region. The
growth of the Pacific Alliance, close to 4% in 2014 and 2015,
will be more than double that of Mercosur countries

Heterogeneity in the performance of the economies of the region will remain the main feature
of the macroeconomic environment in Latin America in our forecast horizon. By major blocks
of countries, expected growth for the Andean region and Mexico, members of the Pacific
Alliance, contrasts with that of Mercosur economies (Argentina, Brazil, Paraguay, Uruguay and
Venezuela). So, while expansion in the first group in 2014 and 2015 has been revised slightly
to the upside (from 3.6% expected in November for 2014 and 2015 to 3.8% and 3.7%
forecast now), expected growth for Mercosur has gone down by -1.2pp and -0.3pp in 2014
and 2015, to growth rates of 1.5% and 1.8% respectively (Chart 4.8). This difference is also
the manifestation of even greater differences in internal demand dynamics between the two
country-blocks (Chart 4.9).

The Andean block is characterised by the solidity of its internal market with growth rates that
are still high, both in consumption and in investment, although with a gently declining profile;
they also have the impetus of external demand, both because of the expected recovery in the
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eurozone and the US, and because of the greater inter-region trade expected in coming years.
It should be pointed out at this juncture that the implementation of the agreements to
eliminate trade tariffs that belonging to the Pacific Alliance involves, means that these four
economies are getting rid of 92% of trade tariffs on their products, and will translate into
progress for trade in the region, as well as enabling these countries to exploit international
production chains®.

Moving onto individual countries, in Chile moderation in internal demand components will
continue (as well as the additional negative effects of strikes in major ports in January). Despite
this, we estimate that the effects will be transitory, with no changes to our estimate of a 4%
growth rate for the year (Chart 4.10), and this in a context where the labour market will be
slightly less dynamic and the unemployment rate will go up slightly. For Colombia we expect
robust growth to continue in the first half of 2014, based on internal sectors such as
consumption and construction, plus an improvement in industry. In Colombia, 2014 will also
be a year of more balanced growth between internal demand components, which will lead
consumption to grow from the 3.9% expected in 2013 to 4.5% in 2014 and for investment
to rise from 3.9% to 4.5%. This means that YoY expansion will be around 4.7% (Chart 4.10).
Meanwhile, indicators available for Peru suggest that growth momentum will continue in the
first quarter, with renewed optimism on the part of producers and consumers, and the
impetus of the mining sector will be particularly strong; in this case we estimate that the
contribution of internal demand to growth in 20714 will be slightly over 5pp, which will mean
overall 2014 growth of around 5.6%, the highest in the region.

With Mexico it is important to highlight the revision to the upside in the forecast for 2014,
over the estimate a quarter ago, from 3.1 to 3.4%. This adjustment is the result of an
improvement in external demand and expansion in the public component of demand, which
speeded up at the end of 2013, reversing the under-execution it had shown at the beginning
of the year. Better outlooks, both in external demand and public expenditure, will also help
towards better growth for 2015, estimated now at 3.0% (from 2.8% before). This rosier
forecast is also helped by the improved perception in the outlook for the Mexican economy as
a result of having passed reforms to taxes, the financial system, the labour market, education
and, most particularly, the energy sector”.

In contrast, in Mercosur growth will be overshadowed mainly by the above-mentioned
exhaustion of Brazil's expansion based on internal consumption in previous years, as well as
by the negative impact on output of the recent devaluation and the increase in interest rates
in Argentina, only partly mitigated by the depreciation of the BRL compared to the rest of its
trading partners. The dynamism of the public sector before the 2014 elections will enable
Brazil to grow 2.5% in 2014, but a likely subsequent adjustment will imply a slowdown to
1.9% in 2015 (Chart 4.10).

For their part, Uruguay and Paraguay will continue to stand out because of their high growth,
although they will be partly held back by the unfavourable dynamics of Brazil and Argentina.
In the case of Paraguay, expansion will be around 5.3% in 2014, driven by investment and
exports. Growth in Uruguay will continue in line with its potential for 2014, at around 3.5%,
although it will be affected by the slackening in Argentina’s growth because of its major trading
links with that country, which will imply that there will be fewer resources from engines such
as tourism and construction.

4. For more details see our Latam Flash: Trade protocol for the Pacific Alliance signed.

5: The Energy Reform passed in December in Mexico involves a deep-seated change in the sector, which will enable domestic and
foreign private companies to operate in the energy sector. For more information see Energy Reform Flash: Far-reaching reform of the
sector which could prompt large investments and increase potential growth.
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Chart 4.9
Chart 4.8 Internal Demand growth: Mercosur vs. Pacific
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Only moderate growth of internal demand and a slightly
decreasing bias in the price of raw materials will keep up the
pressure on fiscal deficits which, nevertheless, will begin to
curve downwards in 2015 in most countries

In the countries of the region, while the internal market will continue forming the basis for
GDP growth, it will do so to a lesser degree than in the recent past (Chart 4.7 and 4.9).
Furthermore, the price of raw materials, especially metals and soybeans, will continue to slide,
which will have a negative impact on tax revenues in 2014 (Chart 4.11). However, recovery
of growth and external demand in 2015 should help to bring about a downward curve to
fiscal deficits from the end of 2014 and beginning of 2015.

During 2013, Brazil's tax balance deteriorated significantly, as a result of higher expenditure
compared to revenue. This balance is not expected to improve in 2014, a year of general
elections and higher interest rates. In Chile, public expenditure is expected to grow at its
fastest rate since 2010 and slower momentum in the economy will affect tax revenues.
However, the dollar-denominated revenues will grow as a result of the greater depreciation
expected, all this in the expectation of the tax reform announced by the government which
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will take office in March and which in theory will raise tax revenues by 3% of GDP in the
medium term. We should not forget that Chile’s fiscal policy follows a rule of structural
balance, to prevent changes arising from cyclical GDP movements and the copper price. The
fiscal deficit rule opens up the possibility of greater room for public expenditure this year, due
to higher structural revenues, mainly arising from the currency depreciation, and because of
the possibility of a greater structural deficit existing in 2014, depending on the goal that the
new government sets itself. In Colombia there is a commitment to fiscal discipline, so that
tightening on spending (which will mainly be adjusted by cutting investment) will imply gradual
convergence with the fiscal programme’s goals. In Peru, the slight slowdown in internal
demand and lower metal prices will imply lower fiscal revenue, while public expenditure will
retain its expansive tone, with public sector investment growing at double digits in 2014 and
2015. Even so, a small deficit is expected in 2014 although it should be pointed out that Peru
and Chile are the countries with the greatest scope for implementing countercyclical
expenditure policies, should these be necessary (Chart 4.12). In any event, the Andean
countries’ fiscal policy will continue being characterised by their disciplined management and
by a decreasing ratio of public debt to GDP.

It should be pointed out that last October Mexico passed its tax revenue reform, which posits
a fiscal deficit of 1.5% of GDP in 2014 and that this will gradually reduce towards a balanced
budget by 2017. In addition, it has a provision in the event of the economy increasing above
its potential (to be defined), of a cap on current expenditure growth. New duties on
consumption and income have also been created which are forecast to bring in additional tax
revenue of 1.0% of GDP in 2014°.

Chart 4.12
Latam countries: fiscal deficit expected in 2014
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6: The main adjustments involve new duties on soft drinks and food with a high calorie content, a tax on motor fuels, a limit to special
regimes, higher tax rates on individuals, etc. For more details, see our Mexico Economic Watch: Fiscal Reform: in the right direction,
but not enough and Update of Fiscal Reform: approved in both Chambers with few changes.
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5. External deficits will start to shrink in
2014

The outlook for the region’s external balance is improving
slightly, thanks to the end of the supply-side problems in some
countries’ export sectors, depreciation in exchange rates and the
recovery of growth worldwide

External deficits in the region’s countries will trend downward as the more depreciated
exchange rates and recovery in the Eurozone and US, plus China’s stability, all have a positive
influence on exports. These have evolved weakly over the last few months (Charts 5.1 and
5.2). In any event, external deficits will start to contract in most countries from 2014 and
2015 onwards, especially in those with a bigger external gap such as Peru and Uruguay
(Chart 5.3), which will contribute to the reduction in external vulnerabilities.

In Brazil the foreign deficit deteriorated significantly over the course of last year, affected to a large
degree by worse terms of trade, some supply-side problems in the oil market and the loss of
competitiveness in manufacturing (see box on competitiveness in the region, below), standing at
around 3.7% of GDP. For 2014 the deficit is expected to remain high, at around 3.5%. In Chile the
current account deficit has improved significantly over the previous estimates, from 4.6% of GDP,
forecast three months ago, to 3% now. This is the main correction to foreign balance of trade
forecasts in the region, and responds to factors such as a lower investment weight and a greater
contribution by the foreign sector to growth, the latter partly as a consequence of greater currency
depreciation and a slight adjustment to the upside over the previous estimate of the expected copper
price, as mentioned above. In any event, the reduction which we had already anticipated in Chile’s
foreign deficit will come faster. In Colombia the current account deficit will stay at around 3%, a
manageable figure in an environment where oil prices will remain high in the short term and imports
have shown less elasticity to internal demand. For these effects we should also add the fact of mining
companies lower profits in 2013, which will determine a lower dividend flow abroad in 2014. In Peru
the deficit will stay at around 5% of GDP in 2014 and exports will be particularly helped in the mining
sector, thanks to the commissioning of mega projects in the sector this year. A current account
surplus is expected in Paraguay of around 1%, reflecting recovery in the agricultural sector and
higher export levels. For Mexico, a current account deficit of around 1.5% of GDP is expected in
2014, slightly higher than last year.

Chart 5.1 Chart 5.2
Pacific Alliance countries: exports (% YoY) Mercosur countries: exports (% YoY)
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As we commented above, the recent moderation in export performance has been manifest
both in the Andean countries and in Brazil. We estimate that this moderation is to a large
extent a result of temporary shocks relating to ad-hoc supply side problems in Brazil, Peru and
Colombia. We should point out, in any event, a shared medium-term risk of a loss of
competitiveness in the region, after the progress shown up until the beginning of the 2008
global crisis, as per the analysis in Box 2.

Foreign deficit financing remains stable in the region through
foreign direct investment flows, which narrows external
vulnerability

Most Latin American countries finance their external deficit mainly through Foreign Direct
Investment (FDI), particularly in tradable sectors. Brazil's and Uruguay's foreign deficits are
greater than FDI, but in any case this covers most of the deficits. This long-term financing of
foreign deficits considerably reduces the region’s foreign vulnerability, which in fact is reflected
in a lower exchange rate depreciation than that of other emerging economies with greater
foreign funding needs based on short-term capital (see, for example, Chart 2.3). The fate of
these FDI flows will remain closely linked to good output prospects for 2014 and 2015.
Meanwhile, short-term capital inflows from non-residents continue to be positive in most
countries, which supports the building up of international reserves.

As the box in the previous quarter's Latam Economic Outlook: Structural external balances
in Latam: what do they tell us about Current Account sustainability? shows, the structural
current account deficit in the region will drop to less than 3% in the next few years. These
deficits will remain stable or tend to close in the Andean countries and Uruguay, while they
will tend to open up slightly in countries such as Argentina. An analysis of structural deficits
and how they are expected to behave reveals that their expected levels are consistent with
the estimated potential growth level and expected financial conditions, meaning that foreign
financing is playing a significant role in development and greater productivity.

Chart 5.3 Chart 5.4
Latam Countries: Estimated current account Deficit on current account and FDI (latest data
deficit (% of GDP) available, % GDP)
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Box 2. Manufacturing competitiveness in Latin America: recent setback after rising

until 2007

Economic growth in Latin America in the last decade
(Avg. 3.7% YaoY), significant in historical terms and in
comparison with other regions, has been accompanied in
many countries in the region by an appreciation in real
exchange rates, rises in wages and, in some cases, a rise
in the level of taxation. This has led to a growing concern
about a possible loss of manufacturing competitiveness in
the region's economies, even though, on the whole,
countries have also introduced reforms to improve the
institutional environment and increase productivity.

International trade data show that the weight of primary
product exports in GDP increased in practically all countries
between 2002 and 2012, to a large degree because of
historically high raw material prices. However, the weight of
non-basic manufacturing has fallen (those which are less
primary-resource intensive), with the sole exception of
Mexico, which is the only country in the region in which
these more advanced exports predominate (see Chart
B.2.1). When it comes to basic manufacturing exports,
more intensive in primary resources, their weight in GDP
has gone down in some countries (Argentina, Brazil and
Colombia) and increased in others (Chile, Mexico and Peru),
although in all cases they have gone up in absolute terms at
high rates in the last 10 years.

Chart B.2.1
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A standard competitiveness indicator based on trade
data is the Revealed Comparative Advantage index. The
RCA is calculated as the coefficient between the share of
a sector in a country’s exports and the share of this
same sector in world exports. In this way an RCA over
1.0 indicates that the country has a comparative
advantage in that sector, since the weight of the sector
in the country is greater than the world average.
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Chart B.2.2
Annual growth (%) of manufactured exports: Latam vs.
world
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All countries, with the sole exception of Mexico, reveal a
comparative disadvantage in the exports of non-basic
manufactured goods and, furthermore, the RCA of this
group of products - considered as a whole - has fallen over
the last decade, except in Argentina thanks to a large
degree to the sale of transport equipment to Brazil (see
Table B.2.1). Mexico, for its part, has a comparative
advantage in non-basic manufactured goods and has
gained competitiveness N most subsectors. In  the
remaining countries, those non-basic manufacturing sectors
which have performed positively (with increases in RCA)
are: transport equipment in Peru and Colombia, footwear
and hats in Peru and chemicals and textiles in Brazil. In
basic manufacturing we can see a more varied
performance: four countries have a comparative advantage
(Chile, Peru, Brazil and Argentina), while Colombia and
Mexico reveal a relative disadvantage. Over the period
analysed, some countries have gained competitiveness in
these products (Chile, Brazil and Mexico), others have
experienced losses (Peru and Colombia) and Argentina, for
its part, is showing a marginal increase. RCA indicator data
show in general a poorer performance in the second five-
year period of the decade analysed.

Another competitiveness indicator is the gain or loss of
world share a country has undergone in terms of the
various products it exports. If we analyse
manufacturing (basic and non-basic) as a whole, most
countries had growth rates above the world average in
the first half of the decade and below or practically the
same as in the second half, which suggests
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competitiveness gains in the first years followed by a
worsening (see Chart B.2.2). Mexico is an important
exception to this general behaviour, since its
manufacturing exports grew less than world exports up
to 2007 and more in the last few years, as it started to
recover competitiveness and share in the export
market to the US, after the displacement it suffered at
the beginning of the decade because of Chinese

Table R.2.1

Latam Economic Outlook
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exports. Among those which followed the general
pattern, Chile and Peru had the best performance in
the first five years, and Colombia fell the most in the
second. If we limit the comparison to non-basic
manufacturing (less intensive in natural resources) we
also see in most countries growth rates above the
world average in the first period and lower, or similar,
between 2007 and 2012.

Indicator of revealed comparative advantage (RCA) by sector and aggregate products

Argentina Brazil Chile Colombia Mexico Peru
2002 2007 2012 2002 2007 2012 2002 2007 2012 2002 2007 2012 2002 2007 2012 2002 2007 2012
Animals and animal products 34 41 3.4 27 35 27 49 37 42 06 11 02 03 04 05 1.3 1.1 1.1
Vegetable products 96 122 96 42 42 50 58 30 32 81 62 35 09 11 10 44 30 36
Food products 50 64 67 43 39 42 29 19 18 14 15 07 07 09 09 57 30 29
Mineral products 24 18 16 103 96 105 156 175 138 1.1 05 0.1 05 06 08 19.2
Fuels 20 09 05 04 05 06 02 01 00 43 27 35 10 11 07 07 06 06
Chemical products 06 06 09 05 06 06 07 04 06 07 06 02 03 03 03 03 02 02
Plastics and rubber 08 06 06 06 07 05 03 02 03 08 10 05 04 05 05 03 03 03
Hides and skins 40 34 24 21 23 14 02 01 041 14 14 06 02 02 02 03 02 02
Wood and wood products 05 06 05 21 21 18 37 28 32 07 10 02 02 03 03 07 05 04
Textiles 03 03 02 03 03 04 01 01 00 10 12 03 11 07 05 18 14 10
Footwear and headgear 01 01 041 28 17 07 01 02 00 02 05 00 02 02 03 01 01 01
Stone and glass 02 02 08 08 06 03 04 05 05 13 15 19 06 07 11 27 31 35
Metals 170 05 05 16 12 10 43 45 53 06 10 04 06 06 06 29 20 15
Machinery and electrical equipment = 0.1 0.1 0.1 04 04 03 00 00 00O 01 01 00 13 14 14 00 00 00
Transport equipment 05 09 16 09 10 08 01 01 00 02 03 03 16 17 24 00 00 00
Miscellaneous 02 01 01 03 02 02 01 00 00 01 02 01 173 12 13 01 01 00
Primary products 27 19 15 17 17 18 23 19 16 38 27 29 08 10 08 27 29 25
Basic manufacturing 24 24 24 29 27 32 46 50 54 08 10 04 05 06 06 43 41 40
Non-basic manufacturing 04 04 05 06 06 04 02 01 01 03 04 02 11 11 12 02 02 0.1

Source: WITS and BBVA Research

Taken in conjunction with a detailed analysis of national
idiosyncrasies, competitiveness indicators based on
international trade data allow us to conclude that after a
really positive period, the manufacturing sector lost
competitiveness in the second half of the decade. This
recent deterioration, which was worse in Brazil and
Colombia, is linked to currency exchange appreciation,
pressures on labour costs and insufficient progress in
productivity. The main exception to these regional
tendencies is Mexico, where competitiveness gains in the
manufacturing sector continued beyond 2007, partly
because the exchange rate had gone down more and
costs and labour productivity showed more positive
performance than in South American countries. However,
from 2011 onwards a reversal in these trends has been
making it difficult to gain competitiveness in the Mexican
manufacturing sector.

Although the exchange rate, costs and labour
productivity were the main causal factors in how
manufacturing competitiveness performed over the last
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decade in Latin America, the impact of the remaining
variables was not inconsiderable: the results show that
competitiveness earnings have been greater and
competitiveness losses lower in those countries, such as
Chile and Peru, which have succeeded in improving the
institutional environment and have reduced or kept
under control their logistics and energy costs.

From here onwards, growth recovery in developed
countries, although gradual, and the Federal Reserve’s
tapering may put an end to (or at least slow down)
appreciation in the exchange rates of the region's
currencies and the loss of competitiveness in
manufacturing sectors. In this environment, a better
institutional backdrop, more and better infrastructure,
appropriate tax burdens and an increase in human capital
through improvements in education and health will help
to create margins for a new period of expansion in
industrial competitiveness.
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0. Differing monetary policies
depending on cyclical outlooks and
inflation

Inflation will converge in 2014 with central banks' targets:
important exceptions in Uruguay and, to a lesser extent, Brazil

With the exception of Uruguay and Brazil, those countries in the region with inflation targets
will see a gradual convergence towards central banks' targets over the course of 2014 (and,
in the case of Mexico, in 2015), with little pressure on demand and the contribution of an
expected moderation in international food prices. It needs to be said that we are expecting
lower exchange rates to have some effect on inflation, although we estimate that the pass-
through level is limited and, in any event, will be temporary (see Box 3 for more details). In
this way, compliance with inflation targets will extend to these countries by 2015 (Chart 6.1),
but pressure on inflation will remain in Brazil and — at somewhat more moderate levels than
currently — in Uruguay.

Chart 6.1
Latam: deviation of inflation (% y/y) from the Chart 6.2
target of the Central Bank (pp.) Latam countries: Official interest rates (%)
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In Chile, 2013 ended with inflation at 3%, in line with the central bank target, although with
some surprises to the upside for the end of the year. By 2014, we estimate that inflation will
remain contained as a result of lower wage pressures, a limited pass-through to prices (which
on the whole has already happened) and international inflation under control, so that
inflationary convergence is expected around levels of 2.6% for the end of the year.

Inflation in Colombia will slowly converge towards its 3% target. We should point out that
deflationary surprises were seen in October and November, which even implied an
adjustment to the downside of expected inflation for 2014. Influenced by these downside
surprises, we believe that inflation will be throughout the year in the lower range of the
central bank’s target. This convergence is happening while the currency is depreciating
which, in the context of the world economy recovering, will imply some inflationary
pressures, particularly on tradable goods, although the impact of this is not expected to
be high.

In Peru, although inflation closed last year within the central bank’s target range, there are
some signs of an exchange rate pass-through to prices, which has recently affected

www.bbvaresearch.com Page 25



Latam Economic Outlook
B BVA First Quarter 2014

goods, particularly in the core basket. The cyclical slowdown expected for the next few
months will tend to vanish demand pressures on prices: it should be noted here that we
expect growth to converge towards its potential.

In Mexico, meanwhile, recent increases in the inflation rate have a major transitory
component, linked to the tax reform, which includes new taxes on consumer goods (sugary
drinks, food with high calorific content and fuels, among others). After this temporary effect,
the inflationary trend ought to be to the downside from February onwards, helped by base
comparison effects, and will close the year close to the upper bound of the range set by
Banxico. In any event, we expect convergence with the central bank’s target by 2015.

On the other hand, as we mentioned earlier, in the case of Brazil and Uruguay pressure will
continue to weigh on inflation, which will remain above their central banks core targets,
although, in the case of Brazil, within the target range. In Brazil, although inflation has recently
surprised to the downside, this moderation will be temporary. A more depreciated exchange
rate, as well as the difficulties in keeping administered price inflation as low as in 20713 will
imply an upward trend in inflation. As the analysis in Box 3 shows, although the pass-through
rate is not one of the highest in the region, exchange rate depreciation has been one of the
highest, which will heap more pressure onto inflation. Similarly, in Uruguay inflation will
continue higher than the central bank’s target (3-7%), partly as a result of the pass-through of
an important share of the exchange rate depreciation to internal prices (Box 3), despite
restrictive monetary policy efforts.
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Box 3. Exchange rate pass-through to prices in Latam

Partly as a result of recent tensions, currencies in Latin
American countries have been depreciating continually
over the last 12 months. Specifically, the exchange
rate has weakened by around 15% in the Andean
countries and in Uruguay, somewhat less (@around 5%)
in Mexico, and significantly more so in Brazil (22%).

These depreciations in countries with flexible exchange
rates, as well as the prospects of additional depreciation
(see the section on exchange rates and the forecast
table at the end of this report) may cause some concern
over inflationary pressure throughout 2014.

In order to evaluate the impact on inflation, the
exchange rate pass-through need to be looked at to
measure to what extent a specific depreciation of the
exchange rate is transferred to domestic prices.

Chart B.3.1
Exchange rate pass-through ratio (impact on inflation of an
exchange depreciation of 10%, in pp)
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Economic literature suggests that the exchange rate
pass-through to inflation has been dropping in recent
years in Latin America as a result, amongst other
reasons, of the effectiveness of monetary policies with
inflation targets (see Colombia Economic Qutlook, First
Quarter 20174 for a review of the literature and more
details on this subject). Our estimates indicate that the
pass-through ratio in the region’s countries is mainly in
the range of 5% to 10%. That is, a depreciation of
10% in the exchange rate has an impact on inflation of
between 0.5 and 1.0pp in a 12-month period (see
Chart B3.1). The exception is Uruguay, with a pass-
through of 4.5pp to inflation in the case of an
exchange rate depreciation of 10%, as a result of a
high inflation rate, with inflation expectations that are
not anchored within the Central Bank's target range
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(between 3% and 7% starting from July this year), and
heavy dollarization of the economy. Likewise in Peru,
where the economy is also relatively highly dollarised,
the pass-through ratio is significantly lower - although
higher than in other countries in the region - due to
the success of monetary policy in anchoring inflation
expectation around a target of 2.0%.

Chart B.3.2
Inflationary risks: real inflation and exchange depreciation
over the last 12 months (%)
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Bearing in mind that, with the exception of Uruguay,
pass through coefficients are at fairly low levels, the
impact of movements in the exchange markets will
depend above all on how much each currency
depreciates and on current inflation levels. Chart B3.2
shows that in Mexico, where inflation is slightly above
the target range, exchange rate depreciation has been
small. In the Andean countries, where depreciation has
been rather stronger, inflation is at low levels (both in
absolute terms and when compared with the target).
The most clearly unfavourable situation is that of Brazil
and Uruguay, where inflation is still very high and
depreciation has been very strong.

Thus, the effect on inflation of exchange rate
depreciations ought to be limited in general and easily
absorbable within central banks target bands. The
exceptions are Brazil and Uruguay, where the degree of
depreciation and the already high inflation means that
this is an additional shock in a situation with major
pressures on internal prices, despite monetary
tightening in the last few quarters.
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Inflationary pressures will condition monetary tightening in
Brazil and Uruguay. Different cyclical positions will trigger a rise
in interest rates in Colombia in 2014, stability in Peru and
Mexico and drops in Chile

The remaining high inflation in Brazil and Uruguay will mean that policy rate hikes will continue
in the short term in the case of the former, and the contractive tone will be maintained in the
latter. In Brazil, recent surprises to the downside in inflation and output will contribute to
leading the BCB to raise interest rates 25bp at its February meeting (and not 50bp, as at
previous meetings) after which we expect stability in rates provided that the balance of risks
allows it (Chart 6.2). By 2015, and after the elections, interest rate hikes in Brazil will resume,
conditioned by keeping pressure on inflation and by the beginning of the increase in interest
rates by the US Federal Reserve. In Uruguay, meanwhile, growth will continue at around its
potential (3.75% in the next few years) and inflation, still well above the Central Bank’s target
range, will condition the contractive tone for monetary policy over the next two years.

The remaining countries with inflation targets (those in the Pacific Alliance) will each pursue
their separate courses, depending on their differing positions in the economic cycle, but they
will converge on a range of official interest rates between 3.5% and 4.25% by the end of
2014, in marked contrast with interest rates of over 10% in Brazil, a difference which is also
reflected in a major divergence between the ex-ante real interest rates between Brazil (around
5%) and countries in the Pacific Alliance, where they stand between 0% and 2% (Chart 6.3).
Just as in Brazil, but generally less aggressively, in 2015 there will also be interest rate rises in
the Pacific Alliance countries — especially in the three Andean countries — in line with their
cyclical strength and in the context of the above-mentioned increase in US interest rates. The
Andean countries will continue with their adjustments until they reach their neutral interest
rates towards the end of 2015, provided that the product gap closes and inflation stands
around the central banks’ targets.

In Mexico, as long as no second-round effects in inflation take place and there is no significant
depreciation going forward, better output prospects in a still expansive context in the
economy will influence Banxico to continue with the moderately restrictive tone of its
communications, designed to anchor inflationary expectations by keeping the monetary pause
extended until the first interest rises at the end of 2015.

In Chile we expect the central bank to cut interest rates by 25bp at their February meeting
and to be dependent on the data afterwards, but with a bias to continuing with the easing
cycle, consistent with the base scenario (the cycle would have to take the rate to 4% by the
end of the year). For 2015, monetary policy will have to approach a process of normalisation
towards neutral levels of 5.25-5.75%, as long as the economy is close to its growth potential
and inflation converges with the central bank’s target.

In Colombia, unlike the situation two months ago, we believe that the lower-than-expected
inflation to the end of the year, as well as the dynamics of activity, have implied for the
central bank the possibility of postponing the first monetary rate rise until June, when it will
raise it by 25bp to begin a cycle which will take it up to 4.25% (from its current 3.25%) at
the end of the year. We believe that this cycle will continue to 2015, when it will be
approaching the estimated neutral rate of 5.25%, thanks to the closing of the product gap
towards the end of 2015.

The Central Bank of Peru lowered its reserve requirements for PEN, effective from February,
keeping the benchmark rate at 4%. Insofar as we estimate that growth will continue around its
potential and that inflation will converge gradually towards the central bank range, we believe
that the reference rate will stay at the same level. Should some stimulus from the monetary
side be necessary, the central bank will opt to continue reducing its reserve requirements in
the next few months, without altering interest rates.

www.bbvaresearch.com Page 28



Latam Economic Outlook
BBVA First Quarter 2014

Chart 6.3 Chart 6.4
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Gradual withdrawal of quantitative easing by the Fed ought to
reduce volatility in the region’s exchange rates, at the same
time as contributing to a slight depreciation in most countries
in the region

Exchange rate movements in the 2014-15 period will be influenced in the first place by how
the Fed's tapering process goes. Even so, provided that this withdrawal is gradual and orderly,
it ought to generate only slight pressures on exchange rate depreciation, as a good part of
tapering’s effects has already been priced into the region's exchange rates. A further factor
putting depreciation pressure on rates will come from possible idiosyncratic events in the main
emerging economies, which will increase international investors' risk aversion. In addition,
some economies continuing high external deficits will also be an adjustment factor, although
these will already be declining by 2014 and 2015, as well as the downward price curve on
raw materials such as copper and soybeans.

In Brazil, depreciation will tend to be higher than in the rest of the region (Chart 6.4), which
reflects the lack of progress in reforms to foster productivity and competitiveness, weakness
in growth, higher inflation rates and the impact of exchange rate depreciation in Argentina
(Box 2). Likewise, in Uruguay depreciation will also be significant in 2074 and 2015 due to
pressures on the effective real exchange rate, as a result of the depreciation in key trading
partners such as Brazil and Argentina, as well as higher inflation than its neighbours.

Exchange rates in Andean countries will remain relatively stable in 2014 and 2015, with the
possible exception of Chile, where the exchange rate will be clearly influenced by the expected
downward curve in the copper price. Going forward, concerns about the generalisation of the
crisis in emerging economies will gradually vanish, and all three countries’ good fundamentals
will start to be recognised. The same will happen in Mexico, where after the recent
depreciation we expect a certain degree of appreciation from 3Q14 onwards, in line with the
country’s strengthening cycle.
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/. Latin  America has buffers to
withstand the Fed’s tapering

The region has made a lot of progress in reducing its
vulnerability to external shocks, both in flows and in stocks

As a result of the Fed merely talking in May about the start of tapering in the US, emerging
countries - and Latin America was no exception - saw a loss of interest from international
investors, on the expectation of lower global liquidity.

In this context, the voice of alarm has been raised about the supposed fragility of Latin
America in the event of a reduction in short-term capital inflows. It is true that in general we
have seen an increase in current account deficits in the last few vyears, particularly in South
America (Chart 5.3). However, there is a series of factors which significantly reduces most
countries” vulnerability to the onset of tapering. Without a doubt, the region is in a very
different position from the one it was in when it had to deal with the crisis in the Asian
emerging economies in 1998.

First, as we mentioned in section 5, we should bear in mind that many of the current account
deficits in the region have been the result, above all, of an increase in non-resident
investment, rather than an uptick in consumption, which means a greater production capacity
in the future and that these deficits are more sustainable.

Furthermore, our forecasts point to a downward trend in these deficits between this year and
the next, particularly in those countries with a more pronounced deficit, as in the case of Peru
and Uruguay (Chart 5.3). For example, in Peru, the current account deficit (5% of GDP in
2013, the biggest in the region) has been conditioned by investment in mining projects
which, when they start to operate, will contribute to an increase in exports and the reduction
of those foreign deficits down to 3% of GDP in the medium term, levels that are clearly
manageable. The situation is similar in Uruguay, where exports will start to gain momentum
with the commissioning of one of the biggest paper-pulp production plants in the world, which
will add up to 2pp to GDP in exports.

Second, as we mentioned in section 5 and as Chart 5.4 shows, short-term capital inflows are
not at this stage essential in covering current account deficits in the region, which are wholly
financed with FDI — although in Brazil these FDI flows are in a downward trajectory in the
context of a lack of progress in the reform agenda. We should remember that FDI is
intrinsically less volatile that the portfolio flows in the face of turbulence on international
markets, such as the episodes seen since May 2013. Even so, as we mentioned in section 2,
after the Fed began the debate about starting its tapering that same month, capital inflows
into Latin America have weakened, but there has been no net capital outflow by non-
residents, with the notable exception of Brazil in the past few months, which is also the
country with the weakest macroeconomic fundamentals among the countries most involved in
international financial markets.

Third, the region has also reduced its vulnerability in terms of stocks. Those countries in the
region which are integrated in international financial markets have high levels of international
reserves, according to the most commonly used vulnerability metrics (Chart 7.1). These are
complemented, in some cases, with flexible IMF funding lines (Colombia and Mexico), sizeable
sovereign funds (Chile and Peru) and even major residents’ portfolio investments overseas
(pension funds). At the same time, public sector debt has been substantially reduced, below
40% of GDP (Chart 4.12), as well as private sector debt. Similarly, a good part of public and
private borrowing is carried out in local currency, so currency mismatches are much lower.
We should not forget that banking systems in emerging economies are now much more solid
than 15 years ago, which enables them to act as buffers instead of extending the shocks in
the real sector.
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Chart 7.2
Chart 7.1 Investment efficiency in Latam: Percentage points
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What is more, a floating exchange rate has already served as an
initial buffer against an external shock

It must be said that the reduction in capital inflows into Latin America as a result of tapering
has had negative effects on the region’s asset prices and on exchange rates, but that is very
different from a scenario of foreign unsustainability. The key difference is that the countries in
the region which are active on international financial markets have a flexible exchange rate,
which acts as the first shock absorber in softening the effects of international financial
turbulence on local economic output, something they did not have during the external crises
in the eighties. Here the reduction in mismatched dollar positions, whether held by the private
sector or governments, has been key (even in countries which still have high dollarization,
such as Peru and Uruguay). This reduction in foreign currency mismatched means that
exchange rate depreciation generates a stimulus in net exports and economic activity without
this positive effect being outweighed, as would have happened thirty years ago, by the
negative effect on the wealth of families and companies which were mainly indebted in
foreign currency.

So the recent depreciation in exchange rates and asset price correction in these countries can
be interpreted as a sign that these buffers are working. Therefore, maintaining exchange rate
flexibility (with the option of a degree of intervention in order to mitigate volatility, but not the
underlying trends) ought to remain the main line of defence against an external shock.

Less expansive financial conditions will focus attention on the
difference in fundamentals between emerging economies. This
means that second generation reforms need to continue

It is encouraging that nearly two months after the Fed started tapering in earnest, we have not
seen abrupt changes in capital inflows in the region and the markets remain open, with
investors’ interest in sovereign and corporate issues. Going forward, the region will be facing
less favourable financial conditions because of the withdrawal of the Fed's financial stimulus
and the downward correction of commodities prices, but both these and sovereign and
corporate spreads will continue being clearly benign in historical comparison.
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However, tighter financial conditions will mean that international financial markets focus more
clearly on macroeconomic fundamentals and their outlook in the future. In terms of the first
point, as we have commented in earlier sections, Brazil appears, among those countries which
are financial integrated, as the country with the least robust fundamentals, with an exhaustion
of its growth model based on driving consumption and credit, and little room for manoeuvre
for expansive policies, given the pressures on inflation. The Pacific Alliance countries,
meanwhile, will have to continue showing solid fundamentals and economic policies which will
keep capital flowing in.

Altogether, the outlook for the future will depend on progress made in the reform process,
essential if supply-side tightness is to be freed up in the medium term and to ensure sustained
per capital income growth in the long term. We have already mentioned in previous issues of
Latam Economic Outlook that it is essential to maintain productivity growth in order to ensure
per capita growth in the long term. Another way of looking at the region’s risk of a slowdown
is through the reduction in the ability of investment to generate growth. As we can see in
Chart 7.2, the forecasts indicate that it will be increasingly difficult to grow at the same speed
with the same capital accumulation rate, given lower population growth and low productivity
growth. This is why it is essential that the region drives forward its second generation reforms
(that is, going beyond the fiscal and monetary policy reforms of the nineties) in order to
generate a productivity increase through a savings rise which funds the necessary investment
in physical capital (infrastructure in particular) and human capital (education and health).
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8. Tables

Table 8.1
GDP (% yly)

2011 2012 2013* 2014* 2015*
Argentina 8.9 1.9 51 2.8 2.1
Brazil 2.7 1.0 2.2 25 1.9
Chile 59 5.6 4.0 4.0 4.5
Colombia 6.6 4.2 4.1 4.7 5.1
México 4.0 3.7 1.2 3.4 3.0
Paraguay 4.3 1.2 13.4 5.3 4.2
Peru 6.9 6.3 5.0 5.6 5.9
Uruguay 6.5 39 3.7 3.5 3.6
Mercosur 3.4 1.3 2.2 1.5 1.8
Pacific Alliance 4.8 4.2 2.3 3.8 3.7
Latin America 4.0 2.6 2.2 25 2.6
* Forecast.
Source: BBVA Research
Table 8.2
Inflation (% yoy. average)

2011 2012 2013 2014* 2015*
Argentina 9.8 10.0 10.6 16.0 21.3
Brazil 6.6 5.4 6.2 6.0 5.7
Chile 3.3 3.0 1.8 2.9 2.8
Colombia 3.4 3.2 2.0 2.6 2.8
México 3.4 4.1 3.8 4.3 3.4
Paraguay 8.3 3.7 2.7 4.8 4.9
Peru 3.4 3.7 2.8 2.4 2.5
Uruguay 8.1 8.1 8.6 8.5 6.3
* Forecast.
Source: BBVA Research
Table 8.3
Exchange rate (against USD, average)

2011 2012 2013 2014* 2015*
Argentina 413 4.55 5.48 8.99 12.17
Brazil 1.68 1.96 2.18 2.45 257
Chile 484 486 495 548 554
Colombia 1848 1798 1869 1933 1977
México 12.4 13.2 12.8 12.9 12.7
Paraguay 4188 4417 4312 4515 4513
Peru 2.75 2.64 2.70 2.80 2.75
Uruguay 19.2 20.2 20.5 22.6 24.5
* Forecast.

Source: BBVA Research
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Table 8.4
Interest Rate (%, average)

2011 2012 2013 2014* 2015*
Argentina 13.3 13.8 16.9 30.6 30.8
Brasil 11.7 8.5 8.4 10.7 12.0
Chile 4.8 5.0 4.9 4.1 4.3
Colombia 4.1 4.9 3.4 3.7 4.7
México 4.5 4.5 3.9 3.5 3.5
Paraguay 8.5 6.0 55 5.9 6.0
Peru 4.0 4.3 4.2 4.0 4.4
Uruguay 19.0 18.6 16.8 16.9 15.4
* Forecast.
Source: BBVA Research
Table 8.5
Current Account (% GDP)

2011 2012 2013* 2014* 2015*
Argentina 0.5 0.0 0.7 0.5 0.7
Brazil 2.1 2.4 -3.7 -3.5 3.4
Chile -1.3 -3.5 -3.3 -3.0 2.8
Colombia 2.9 3.3 -3.2 -3.0 -3.1
México -0.9 -1.0 -1.3 -1.5 -1.6
Paraguay 1.1 1.6 1.0 0.8 0.9
Peru -1.9 -3.3 5.0 45.2 -4.8
Uruguay -2.9 5.3 -4.6 4.1 -3.8
Mercosur 0.6 -1.4 2.3 2.1 -2.0
Pacific Alliance -1.3 -1.8 2.1 2.2 2.2
Latin America 0.9 -1.6 2.2 2.2 2.1
* Forecast.
Source: BBVA Research
Table 8.6
Fiscal balance (% GDP)

2011 2012 2013* 2014* 2015*
Argentina 1.6 2.3 -2.0 1.9 -1.8
Brazil -2.6 2.5 3.2 -3.8 3.2
Chile 1.3 0.6 -0.6 -1.2 -0.9
Colombia 2.9 2.3 2.4 2.3 2.1
México 2.7 -3.2 29 4.1 -3.6
Paraguay 0.7 1.4 -0.9 -0.5 0.4
Peru 2.0 2.1 0.4 0.2 0.2
Uruguay 0.9 2.8 2.3 2.6 2.7
Mercosur 2.5 2.7 -3.1 4.1 2.9
Pacific Alliance -1.9 2.2 2.3 -3.2 2.8
Latin America 2.2 2.5 2.7 3.7 2.9

* Forecast.
Source: BBVA Research
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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 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
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 () copied, photocopied or duplicated by any other form or means (i) redistributed or (i) 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”), (i) are
persons falling within article 49(2) @) to (d) (‘high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (i)
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 Spain with
number 0182.
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