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Economic Analysis « Brazil will grow by no more than 2.0% in both 2014

and 2015, marking five years of subdued expansion.
This feeble half-decade will contrast with the robust
dynamism of the economy in the previous years.

e Inflation is high and trending up. It will close 2014
higher than 6.0% and will not decelerate significantly in
2015, even with economic policies moving into a less
expansive stance.

e The exchange rate appreciation is likely to be short-
lived. The deceleration of the Chinese economy, less
supportive commodity prices, the US tapering, as well as
some domestic factors, will favour a forthcoming
depreciation of the Brazilian real.
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1. Summary

Average GDP growth between 2011 and 2015 will be of 1.9%, well-below the 3.6% pace
of the previous decade. GDP growth reached 2.3% in 2013, somewhat higher than in 2012.
Private consumption continued to lose steam last year in line with the structural exhaustion of
credit and labour markets. In an environment marked by less support from economic policies,
we expect the gradual deceleration of private consumption to continue weighing on domestic
growth in 2014 and 2015. Moreover, neither exports nor investment is expected to exhibit a
growth strong enough to offset the consumption deceleration. We expect GDP to grow by
2.0% in 2014 and 1.6% in 2015. These figures are lower than we expected three months
ago, at 2.5% and 2.0% respectively, due to i) the deceleration of the Chinese economy:; i)
activity moderation and exchange rate depreciation in Argentina; and iii) the uncertainty
brought on by the risk of domestic energy rationing. Our annual GDP forecasts are in line with
the view that the economy will go through some adjustment after the presidential elections
that will be held later this year, in October.

Inflation: high and trending up. After closing 2013 at 5.9% YoV, inflation reached 6.3%
YoY in April, which was mostly due to the upward trend in administered-price inflation. The
pressure from higher market-set inflation is less significant, and highly concentrated on the
tradable segment due to the exchange rate depreciation accumulated in the last twelve
months. We expect administered-price inflation to continue accelerating over the remainder
of the year and the exchange rate depreciation to continue fueling tradable inflation. Annual
inflation should trend up furthermore over the second and third quarters, before easing to
6.2% at the end of 2014. In 2015, we expect inflation to average 5.8% YoY and to close
the year at 5.6%. Our inflation forecasts are higher than three months ago, mainly because
of the impact of the drought that hit the country at the beginning of 2014 on food and
energy prices.

The end of the monetary tightening cycle will be confirmed soon, but a further adjustment
of monetary conditions will be required no later than at the beginning of 2015. High and
increasing inflation, together with resilient expectations, have forced the Central Bank of Brazil
(BCB) to extend the tightening cycle until April and take the Selic to 11.0%. The recent signs
suggest that the current tightening cycle is already over, and that from now on the monetary
authority will assess the impact on inflation of the recent adjustment. To rein in inflation and to
try to restore credibility in its economic policies, we expect the BCB to tighten monetary
conditions further after the October elections, probably during the first year of the new
government in 2015. The normalisation of the monetary conditions in the US should help to
determine a new round of Selic adjustments.

We expect fiscal policy to become gradually less expansive. Following the change in the
tone of monetary policy, from expansive in 20712 to contractionary at the beginning of 2014,
we expect fiscal policy to go through a similar adjustment from now onwards, but especially
after the elections, in order to fight inflation and other domestic imbalances. The public
sector's primary surplus is expected to reach 1.5% in 2014, below the 1.9% target
announced in February, and then to increase to 1.9% in 2015.

Exchange rate: short-term appreciation; long-term depreciation. The price of Brazilian
assets increased sharply in the last three months, erasing the losses observed since the
beginning of the tapering but not those accumulated over the past year. In particular, the
Brazilian real gained 8.0% in the period. We regard this appreciation as short-lived, and expect
it to depreciate and reach 2.5% and 2.6% at the end of 2014 and 2015 respectively, due to
lower terms of trade, current account deficit/competitiveness problems and the normalisation
of monetary conditions in the US.

Current account: expectations of improvement delayed to 2015. In line with recent data
pointing to lower-than-expected exports due to the deceleration in China, the moderation in
commodity prices and the lower demand for manufacturing products by Argentina, we now
expect the current account deficit to remain practically stable and to close 2014 at 3.7%. A
gradual improvement should start in 2015.
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2. Global scenario marked by
deceleration in China and Fed tapering

The global recovery continues, but the improvement is being
hampered by the slowdown in the emerging markets

The global economic cycle remains robust at the start of 2014. According to our estimates, in
the first quarter of 2014 global GDP has accelerated very slightly to around 0.8% QoQ, and
we expect this pace to be maintained for the first part of the year. The driver of this sustained
global recovery is the cyclical improvement in the developed markets (DMs), which has offset
the deceleration in some emerging markets (Ems) in Asia and Latin America. Meanwhile, in
the last few months the financial markets have performed very differently in the two regions
and, within them, with more differentiation between the EMs. Capital flows, asset prices,
interest rates and financial tension indicators have fundamentally performed in line with the
outlook for rate hikes in the US, and, in the case of emerging economies, in line with
expectations as to the intensity of China’s deceleration and with idiosyncratic factors. So, in the
last few months, and particularly in March and April, there has been a recovery in asset prices
in emerging economies and a reduction in financial tensions, increased slightly at the
beginning of 2014 (Figure 2.1).

Figure 2.1
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To sum up, our assessment of the global scenario has a downward bias compared with our
valuation three months ago, which is reflected in the adjustments to our forecasts. After
growing at 3.0% in 2013, global GDP will start to accelerate again in 2014 and 2015 at
around 3.4% and 3.8% respectively (Figure 2.2), figures that demonstrate both the variations
in growth expectations in diverse regions and the increased, although slight, contribution to
global growth by the developed economies. Although there have been no significant changes
in either the US or the eurozone, the downward pressures on our forecasts are above all
visible in the EMs in 2014 and 2015, in both Asia and Latin America, in line with concerns
over the slowing of the Chinese economy. In this context, there are still short- and medium-
term downside risks to our forecast. Some factors with a global impact could make
themselves felt more intensely than expected in the base scenario on a shortterm time
horizon, such as a tighter monetary policy on the part of the Fed, reduced global demand
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stemming from economic slowdown in China or, with an (even) lower macroeconomic
impact, geopolitical risks derived from Eastern Europe.

In the developed economies, the US overcomes the impact of an
unusually cold winter and the perspectives for an improvement
in the eurozone have strengthened

US GDP has maintained steady growth at the beginning of 2014 in spite of the impact of
unusually adverse weather conditions, and the labour market has improved. As a result, the
Fed has pressed ahead with the announced moderation in its balance-sheet expansion. In this
context, we are expecting the Fed to complete its exit from the asset-purchase programme
towards the end of the year, and the market to focus on a possible change in inflation trends
as it anticipates the start of interest-rate hikes in a scenario of a gradual acceleration in GDP
growth. The leading indicators point to a more robust start to the second quarter than to the
first and support our arguments for maintaining our forecast for US growth at 2.5% in 2014,
and the same in 2015 (Figure 2.2). The forecast has upside risks if the improvement in
confidence provides additional incentives to corporate investment and job-creation.

On the European side, our shortterm models point to an acceleration of around 0.5% QoQ in
1Q14. However, the boost from the external sector could moderate in the coming months due
to: i) euro appreciation; i) the reduced demand from China; and iii) geopolitical risks in the East if
the crisis in Ukraine continues. In the light of all these factors, we maintain our forecasts for the
eurozone in 2014 at 1.1%, and 1.9% in 2015, (Figure 2.2) in a scenario of contained financial
tensions and fiscal and monetary policies that do not put a brake on growth.

Finally, among developed economies, there is slightly more uncertainty about the growth
outlook for Japan, which has a QE programme underway since January 2013, together with
fiscal stimuli to return to having inflation and favouring consumption and investment. Thus,
we have revised downwards our outlook for growth in 2014 by four basis points to 1.1%, and
we are maintaining our estimate for 2015 at 1.3%.

In China, the deceleration at the start of 2014 is here to stay, in
an environment of lower-than-expected inflation

In line with our outlook in our last guarterly report, uncertainties about the cyclical strength of
the Chinese economy have materialised, with a deceleration in activity during the first quarter
of 2014, although lower than anticipated by the analyst consensus. The latest data from
indicators on both domestic and foreign demand show the loss of momentum in the cycle,
more so in investment than in consumption (Figure 2.3), in an environment of lower-than-
expected inflation. At the same time, the authorities are starting to introduce measures to deal
with the vulnerabilities arising from economic policy decisions taken in the last few years to
support growth in the short term. Those decisions involved postponing the deleveraging of
local governments and companies, and continuing to approve infrastructure projects and
excess installed capacity which are unlikely to be profitable, while households, who are
financing the process, are receiving negative real interest rates on their savings. This is an
inefficient allocation of resources, which has also encouraged the development of financial
systems in parallel with the more regulated one and which may be a source of problems in
the future. To this end, regulations on the non-banking financial sector, shadow banking and
environmental protection are all being made more robust.

In view of this, we have revised Chinese growth downwards to 7.2% and 7.0% in 2014 and
2015 respectively, nearly half a point less than expected three months ago (Figure 2.3). The
increasing importance of China as a source of world demand in the last few years is
undeniable. But the differentiation between areas is unchanged, with higher exposures in
Southeast Asia, some South American and African countries and, among developed
economies, Germany. According to our estimates, the impact on world growth of each point
of Chinese growth lost is around 4pp, principally as a result of lower demand from China itself.
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Note also that the expected adjustment in the Chinese scenario is limited, and clearly not
enough to unleash episodes of global financial uncertainty.

Figure 2.3
China: Growth forecasts (%)
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In summary, there are two factors with a global impact on the forecast horizon: possible
surprises in the Fed's tapering process and lower growth of Chinese demand, with macro-
economic repercussions that are clearly differentiated between economies. As happened in
May 20713, the sudden perception by the market that the tightening by the Federal Reserve of
the monetary cycle was imminent, with a withdrawal of quantitative easing, increased financial
volatility in emerging economies. There was a clear differentiation between different countries,
however, with greater FX volatility in those economies with more exposure to foreign short-
term funding. Within the EMs, it is the Asian economies which are most exposed to a drop in
Chinese demand, as well as a handful of raw materials exporters in South America. The result
of all these factors is a map of vulnerabilities where differentiation is a vital factor.

3. Brazil will grow by no more than
2.0% in both 2014 and 2015

Average GDP growth between 2011 and 2015 will be of 1.9%;
well below the 3.6% pace of the previous decade

Economic activity surprised to the upside in the fourth quarter of 2013. GDP expanded by
0.7% QoQ in the period, topping both BBVA Research and market consensus forecasts of
0.4% QoQ and 0.3% QoQ respectively, as consumption and exports were more supportive
than anticipated. The rebound in the last quarter of the year, which followed a 0.5% QoQ
contraction of the economy in the third quarter, dispelled the worries about the country
entering into a recession. However, that was not the beginning of a new upward trend. Data
available for the first quarter of 2014 suggest that the economy lost momentum at the
beginning of the year. This was due, among other reasons, to the less expansive tone of
economic policies and the impact of the deceleration of both China and Argentina (see below
for more on these issues). Accordingly, we expect 1Q14 GDP to have grown 0.5% QoQ
(Figure 3.1), although slower growth should not be taken as a surprise.
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Figure 3.1
Quarterly GDP growth, 2001-15, observed and forecast (QoQ %)
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Source: IBGE and BBVA Research

Taking into account the data for the fourth quarter of the year, GDP growth reached 2.3% in
2013, somewhat higher than in 2012 when it reached only 1.0% (Figure 3.2). Nonetheless,
private consumption continued to lose steam last year. It grew by 2.3% in comparison with
3.2%in 2012, 4.1% in 2011 and 6.9% in 2010 (Figure 3.3). Public consumption also slowed
down in 2013, to 1.9% from 3.3% in 2012.

Figure 3.2
Annual GDP growth, 2001-15, observed and forecast (%)
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Source: IBGE and BBVA Research

As we have been highlighting in our reports (see our previous Brazil Economic Outlook, for
example), there are some structural factors behind the moderation in private consumption. In
particular, we emphasise the exhaustion of credit and labour markets after years of robust
expansion. The former is mostly due to the increasing household debt and the latter is related
to the fact that the room to continue incorporating people into the labour market is much
smaller than before (the unemployment rate is already below the equilibrium level). In addition
to these structural factors, declining confidence, high inflation and rising interest rates
contributed to bring consumption down last year (Figures 3.4 and 3.5).
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Figure 3.3
Private consumption growth, 2001-15, observed and forecast (%)
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Figure 3.4 Figure 3.5
Structural drivers of private consumption: labour Short-term drivers of private consumption:
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Low growth in 2013 - and also in 20171 and 2012 - was not only due to the slowdown in
private consumption. Weak investment and exports also played a role. The former grew by
6.2% in 2013, favoured by the 4.0% drop in 2012. Moreover, growth in investment was
mostly concentrated in the first half of 2013, when fiscal and quasi-fiscal policies were
particularly supportive. With respect to exports, they expanded by only 2.5% in 2013 after
having stayed practically stable in 20172. The growth of exports in 2013 was significantly
below the 8.3% growth recorded by imports in the same period. In our view, uncertainty
regarding domestic economic policies and the competitiveness problems faced by the
manufacturing sector, among other reasons, helped to hold investment and exports down not
only in 2013, but also in the previous two years (Figures 3.6 and 3.7).
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Figure 3.6 Figure 3.7
Investment growth, 2001-15, observed and Exports growth, 2001-15, observed and forecast
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Looking ahead, we expect the gradual deceleration of private consumption to continue to
weigh on domestic growth, as structural problems will remain mostly unaddressed. Moreover,
neither exports nor investment are expected to exhibit growth strong enough to offset the
deceleration in consumption, as uncertainty and competitiveness problems will probably
remain in place as significant barriers. Moreover, the tone of economic policies, especially
monetary policy, will gradually become less supportive.

We expect GDP to grow by 2.0% in 2014 and 1.6% in 2015. These figures are lower than
we expected three months ago, at 2.5% and 2.0% respectively. This downward revision is
mostly driven by new doses of pessimism regarding the upcoming performance of investment
and exports. This is fundamentally due to three factors. First is the deceleration of the Chinese
economy. Second, activity moderation and exchange rate depreciation in Argentina, which
should affect especially the Brazilian manufacturing sector (Brazilian exports to Argentina,
declined by 17% in the first four months of 2014, in comparison with the same period last
year). Third, the uncertainty brought about by the risk of domestic energy rationing, which is
a conseguence of i) insufficient rainfall at the beginning of the year, ii) limited investment in the
past, and iii) mismanagement of the policies for the sector, such as the 15-20% cut in
electricity tariffs announced at the beginning of 2013 that stimulated demand in a context of
relatively weak supply.

By demand components, private consumption should hold up relatively well and grow by
2.5% this year, roughly the same as in 2013. However, in 2015 it should lose some
ground, following the gradual tightening of economic policies (Figure 3.3). Public
consumption is expected to grow by around 2.5% in the next two years (accordingly,
average public consumption growth in the 2011-15 would be 2.4%, less than the 3.3%
average pace between 2001 and 2010). Moreover, we expect investment to decelerate
further ahead and to grow by around 2.0% in both 2014 and in 2015 (Figure 3.6). Finally,
net exports are likely to contribute gradually more to growth over the next two years. The
recovery of the world economy and the weakening of the exchange rate, in spite of the
recent appreciation, which we regard as limited and temporary, should bring some support
to exports (Figure 3.7). In addition, a moderation in imports driven by the deceleration of
domestic demand will benefit GDP growth ahead. We forecast imports to grow around 2.0%
in both 2014 and 2015, taking the 2011-15 growth average to 5.2%, compared to 9.2%
in the 2007-10 decade.

1: Together, these factors helped to drive business confidence significantly down at the beginning of the year (from 54.3 in December
to 49.2 in April, for example, below the confidence mark of 50, according to the CNI indicaton).
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Our annual GDP forecasts are in line with the view that the economy will go through some
adjustment after the presidential elections that will be held later this year, in October. We
think that if President Dilma Rousseff is reelected or, especially, if one of the two main
opposition candidates (Aecio Neves and Eduardo Campos) should win, economic policies
will be adjusted to correct some distortions, to try to recover some of the credibility lost in
the last years and pave the way for growth from 2016 onwards. Even though President
Rousseff continues to be the favourite to win the October elections, recent polls show that
her candidacy has been losing momentum.

In our view, the adjustment of some economic policies, including the adoption of a tighter
fiscal policy and the upward correction of (currently subsidised) supervised prices, is a
necessary condition for the country once again to display growth rates higher than 3.0% from
2016 on. That adjustment should be focused on driving up both investment and exports, as
the dependence on consumption is already excessive, and the reliance on exports and
investment is minimal (Figures 3.8 and 3.9). Failing to implement these adjustments will leave
Brazil in an uncomfortable situation to face the normalisation of monetary policy in the US and
the economic moderation in China.

Figure 3.8
Investment (gross capital formation) 2012 Figure 3.9
(% GDP) Exports of goods and services (% GDP), 2012
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In spite of the downward revision, we still see a downward bias to our GDP forecasts for the
country, especially in 20174. The balance of risks for growth is unfavourable. External factors, in
particular a sharper slowdown in China, and domestic issues, such as an energy shortage that
could occur either in 2074 as in 2015, could pave the way for lower-than-expected growth
ahead. Although less likely than negative risks, there are some factors that could support higher
growth in the future. Among others, we highlight the risk that a turnaround in economic policies
reduces uncertainty and increases confidence in the domestic economy. Along the same lines, a
more positive evolution of the plan to cede infrastructure projects to the private sector would
favour investment and drive growth upwards.

Inflation: high and trending up

Even though economic activity has been growing at a low, sub-optimal pace for some years,
inflation has remained under pressure. Recently, after closing 2013 at 5.9% YoY, inflation
eased somewhat at the very beginning of the year and then it started to grow again and
reached 6.3% YoY in April (Figure 3.10).
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Figure 3.10 Figure 3.11
Inflation: observed and target range (YoY %) Inflation, by segments (YoY %)
8 - 12 1
7 10 -
6 8-/—/\_—,\/\
5 1 6
4 4
3
2_\_*/\/\/
2
o+ """
1_ (s T a0 T oo N o 0 I o o M 0 0 I o o B o 0 T o0 M o' M 00 T o 0 N A~ A N R
AR P PR P P M I PR P PR PR PR PR P
C O = = >Cc 5 0a+ >0 c a0 = =
T Q 3 1% T Q
o+ fP=gE8352802882=<
MmN MmO MmO MmO MnoMn MmO moomOmOonon <F ¢ < .
R Market-set prices, tradables
CQ9 5335353922032 852 8 a Market-set prices, non-tradable
T 08 2853230 090col 2 arket prices,
SLEI<=5"7 200 z05w =< —— Administered prices

Source: IBGE Source: Central Bank of Brazil

The persistence of inflation at high levels in spite of feeble activity growth is, in our view,
mainly a symptom of a significant supply problem faced by the Brazilian economy. Insufficient
investment, low productivity, high production costs and labour shortages, among other
things, are behind this problem. Moreover, in addition to the supply constraint, indexation
continues to be a feature of the price adjustment system in Brazil, and therefore another
reason behind high inflation figures. Finally, the expansive tone of fiscal and quasi-fiscal
policies in the last years also contributed to keep inflation at high levels.

The beginning of a new upward trend in inflation at the beginning of this year is mainly due to
the upward trend in administered-price inflation. After reaching historically low levels at the
end of 2013, there is no more room for the government to continue subsidising prices that it
has under supervision (such as gasoline and energy tariffs). The pressure from higher market-
set inflation is less significant, and highly concentrated on the tradable segment due to the
exchange rate depreciation accumulated in the last twelve months (11%). Inflation in the non-
tradable sector remains very high, in line with the structural problems highlighted above.
However, its recent dynamics are less negative, due to moderation in domestic demand and
the impact of the tightening of monetary conditions (Figure 3.11).

We expect administered-price inflation to continue to accelerate over the remainder of the
year, and the exchange rate depreciation to continue to fuel tradable inflation. Consequently,
annual inflation should trend up furthermore over the second and third quarters, before easing
somewhat at the end of the year. More precisely, inflation is likely to reach 6.5% YoY in June,
to peak at 6.8% YoY during the third quarter and close the year at 6.2% YoY. Inflation will be
above the 6.5% target ceiling during most of the second half of 2014.

In 2015, we expect inflation to moderate somewhat, following the tighter tone of monetary and
fiscal policies (see below for more details) and the additional moderation of domestic demand. We
forecast it to average 5.8% YoY and close the year at 5.6%. The exchange rate depreciation and
administered-price inflation will continue weighing negatively on domestic prices. With respect to
the latter, we expect a gradual normalisation of supervised prices over the next few years,
especially from 2015 onwards. In other words, we do not expect these prices to converge
abruptly to market, unsubsidised, levels in 2015. Anyway, this calls attention to the fact that
inflation dynamics will be shaped by the magnitude and the pace at which the government
unwinds the implicit subsidies on some of the prices it has under control. The lack of formal rules
governing the adjustment in these prices makes them more subject to political - rather than
technical - decisions. This is particularly important at this moment, given the uncertainties on the
political front (typical of an electoral year) and the important role played by managed prices on
overall inflation dynamics.
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Our inflation forecasts are higher than three months ago, when we expected it to reach 5.9%
in 2014 and 5.4% in 2015. The main reason for this upward revision is the impact of the
drought that hit the country at the beginning of 2014 on food and energy prices. The impact
on food prices, the main driver of inflation upward revision in 2014, will likely be short-lived:
food inflation peaked in March and is expected to ease gradually in the next few months. The
impact on energy prices will be felt not only in 2014 but also in 2015, in line with the scheme
that the government adopted to respond to the recent shock.

4. Economic policies: moving into a
less expansive stance

The end of the monetary tightening cycle will be confirmed
soon, but a further adjustment of monetary conditions will be
required no later than at the beginning of 2015

High and increasing inflation, together with resilient expectations for inflation ahead, have
forced the Central Bank of Brazil (BCB) to extend the tightening cycle until April and take the
Selic to 11.0%, 375bp higher than at the beginning of the cycle in April of 2013. In our view,
both the upward surprise in inflation at the end of 2013, which frustrated the BCB's intention
to deliver lower inflation in 2013 than in 2012, and the impact of the weather-related supply-
shock on food prices were particularly important factors in BCB's recent decisions.

The recent signs released by the monetary authority, especially the emphasis on the fact that
monetary policy affects inflation with lags, suggest that the current tightening cycle is already
over, even though annual inflation continues to deteriorate. The monetary authority should
confirm this in its next meeting at the end of May, by leaving the Selic rate unchanged at
11.0%. If the BCB surprises and decides to extend the tightening cycle further, we would
expect this additional adjustment to be marginal.

With nominal interest rates at 11.0% and real rates close to - or slightly higher than - neutral,
even with GDP running below its potential, the monetary authority will assess the impact on
inflation of the adjustment that it implemented in the last few months (Figure 4.7).

Accordingly, the debate is moving away from the magnitude of the cycle, and is increasingly
focusing on the impact of the tightening on domestic prices.

We share the concerns that the increasing participation of private consumption in GDP and of
earmarked credit on total credit, as well as the relevance of administered-price inflation (the
gap between supervised and free prices is increasing) represents a problem for monetary
policy. However, we think that the main factor constraining monetary policy at this moment is
credibility. In our view, the recent tightening of monetary conditions was not enough to
restore the credibility lost during the easing cycle that took the Selic to only 7.25% in 2012,
and to prove that the monetary authority is free from political interference.

Figure 4.2 shows that inflation dynamics were not very different during this tightening cycle
than in the previous ones, suggesting that the efficiency of monetary policy is not very
different from the pastz. In fact, it reveals that the dynamics of observed and expected
inflation are more positive than in the previous cycles, due to the performance of market-set
prices. However, this is mainly explained by food inflation, which lost 6.6pp since April of
2013 and took 1.6pp off overall inflation, mostly due to issues unrelated to monetary policy
(during previous cycles the food group’s contribution to inflation was between +0.1pp and
+0.6pp). Anyway, even after stripping out food inflation, inflation dynamics during different
periods are relatively similar, supporting the claim that monetary policy is affecting inflation as
in the past.

2: Figure 3.13 builds on a table and on an original idea included in the BCB document “Discurso do Diretor de Politica Econémica do
Banco Central, Carlos Hamilton Araujo, na Macro Vision International Conference 2014".
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Figure 4.2
Figure 4.1 Change in different inflation measures during the
Selic: nominal and real rates (%) last monetary tightening cycles (pp)*
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Even though the performance of inflation measures was broadly similar during the past
tightening cycles, Figure 4.3 shows that the difference between observed inflation and
expected inflation is very small currently (@and much smaller than at the end of previous
cycles). In other words, at variance with other periods in the recent past, analysts are not
expecting inflation to slow down at the end of this tightening cycle. We take this as a sign of
distrust in the BCB, as a measure of the credibility problem we referred to before.

To rein in inflation and to restore credibility in its economic policies, we expect the BCB to
tighten monetary conditions further after the October elections, probably during the first year
of the new government in 2015. The normalisation of the monetary conditions in the US
should help to determine a new round of Selic adjustments in 2015. Considering all this, we
expect the Selic rate to reach 12.25% in 2015.

Figure 4.3

Difference between observed and expected
inflation in 12-months during the last monetary
policy tightening cycles (pp)*

Figure 4.4
Stance of monetary and fiscal policies, 2008-15*
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Fiscal policy: low primary surpluses, but a less expansive stance

Following the change in the tone of monetary policy, from expansive in 2012 to
contractionary in the beginning of 2014, we expect fiscal policy to go through a similar
adjustment from now onwards. More precisely, after remaining in expansive terrain for two
years, fiscal policy should be close to the neutrality in 20174 and move into contractionary
terrain in 2015 (Figure 4.4).

To some extent, this “two-step” expected adjustment of fiscal policy in 2074 and 2015 is
comparable with the “one-step” adjustment that followed the 2010 elections. As in 2011, the
first year of the government of the President Dilma, we expect to see both monetary and fiscal
policies playing in the same direction in 2015 to fight inflation and other domestic imbalances,
either if President Dilma is re-elected or if an opposition candidate wins.

Our expectations regarding the tone of fiscal policy build on our view that primary surplus will
not worse significantly this year, after the sharp deterioration in the last years, when the
observed primary surplus declined from 3.1% of GDP in 2011 to 1.9% in 2013. We expect
the public sector’s primary surplus to reach 1.5% in 2014, below the 1.9% target announced
in February. Weak domestic demand and tax incentives granted in the recent past will prevent
tax revenues from contributing significantly more than in the previous years. In addition, it will
not be easy for the government to keep non-recurrent revenues as high as in the recent past.
Finally, the room of manoeuvre to cut expenditures is not significant, among other reasons,
due to the need to inject resources -around 0.3% of GDP- to support energy companies that
are facing much higher than expected costs due to the problems that are hitting the sector.

After this year’s elections, in 2015, we expect the government to cut expenditure, withdraw
previously conceded incentives and even rise taxes to deliver a higher primary surplus and
ease the concerns about the deterioration of public accounts and the impact of an expansive
fiscal policy on inflation. Comments from opposition candidates and also from the current
government support the view that a fiscal adjustment will be adopted in 2015 independently
of who wins the elections. Accordingly, we forecast the 2015 primary surplus to increase to
around 1.9% of GDP.

High interest payments, to some extent related to the tightening of monetary policy, will
weigh on public accounts in both 2014 and 2015. More precisely, we forecast the tax burden
to be around 5.3% of GDP in both years, which coupled with our primary surplus forecasts
imply an overall fiscal deficit of 3.8% in 2014 and 3.4% in 2015 (Figure 4.5).

Finally, we also expect quasi-fiscal policy to become less expansive in the next few years.
Credit from public banks has been growing at an excessive pace since the end of 2008. From
then to the end of 2013, public credit grew 28% on average, in comparison to a 11% growth
in private credit, and the share of public banks on the total credit stock increased from 34% to
52%. In this period, credit from public banks has been one of the main tools used by the
government to support growth. However, concerns about the fiscal impact of this expansion,
rising inflation and financial stability forced the government to commit to a slowdown.
Accordingly, public credit growth started to moderate starting at the middle of 2013, while
private credit exhibits a still very timid recovery. In our view, credit from public banks will
decelerate further over 2014 and 2015 and converge to growth rates of around 15%, similar
to the pace we expect credit from private banks to expand in the period (Figure 4.6).
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Figure 4.5 Figure 4.6
Fiscal results and public net debt (% GDP) Credit from public banks (YoY, %)
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5. Exchange rate: short-term
appreciation; long-term depreciation

The price of domestic assets recovered sharply in the last three-
months, erasing the losses accumulated since the beginning of
the tapering

The price of Brazilian assets increased sharply in the last three months: the BOVESPA stock
exchange index increased 13%, the country-risk declined 66 bps (or 24%) and the Brazilian
real (BRL) appreciated 8% with respect to the US dollar (Figure 5.1), even though Brazil's
sovereign credit rating was cut from BBB to BBB- by S&P in the period.

This upward correction in the price of domestic assets erases the losses accumulated since the
beginning of the tapering by the Fed at the end of 2013. However, it does not erase the
losses that followed the famous Ben Bernanke’s speech in May of 2013, when the Fed first
suggested that the withdrawing of the monetary stimulus was not far away. Not to say that
prices are still significantly below the record-high levels observed in the last years (May 2008
in the case of the BOVESPA, January of 2013 in the case of the country-risk and July of 2011
in the case of the BRL).

The movements in Brazilian financial markets are broadly in line with those in global financial
markets, or at least with those observed in other emerging markets (see our 2Q14 Latin
America Economic Outlook for comparable data between Brazil and other countries in the
region). However, some idiosyncrasies have also been playing an important role. The recent
rebound in Brazilian markets is also related to the adoption of a tighter monetary policy, which
among other things is already working as an important attractor of capital flows into domestic
fixed income, and the perspectives of correction in fiscal policy after the elections. Similarly,
the losses observed in the last years are also explained by local domestic factors, such as
growth deceleration, inflation, weaker fiscal and external accounts, excessive intervention of
the government in the economy, in particular in some estate-owned companies with a very
important weight on the IBOVESPA index, etc. These factors are also behind the recent
moderation in house prices after some years of excessive growth (see Box 1).
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Figure 5.1
Stock exchange (BOVESPA), country-risk (EMBI+)  Figure 5.2

and exchange rate (BRL per USD), (% change)* Exchange rate (BRL per USD)

80 1 2.7 1
/\/"/
60 - J Ve
2.5 Ve
40 4
2.3 A /
~
20 A
] 2.1 1
0 )
A 4 ]
20 A . 1.9
-40 - 1.7 4
Stock exchange Country risk  Exchange rate
(BOVESPA) (EMBI+) (BRL per USD) 1.5 — T T
-~~~ NN®OMOM®M T TO0O OO
® L ast three months TTTTYTTTYTTSTTIYSTY
Since the beginning of the tapering (17 Dec , 2013) §535383253885838553
Since Bernanke's speech (23 May, 2013) STSz<uuw o= =2 T R

In comparison to best figure in previous years

* A value higher than zero means an increase in the BOVESPA Source: Central Bank of Brazil and BBVA Research
index, an increase in the country-risk and a depreciation of the

Brazilian real (BRL).

Source: Haver Analytics and BBVA Research

It is worth noting that the recent rebound in the price of domestic assets occurred in spite of
both the deceleration of economic activity during the year up to date and the lack of support
of terms of trade, which declined 1.0% QoQ and 3.0% YoY in 1Q14.

In our view, the recent recovery in domestic financial markets, in special of the Brazilian real,
is more a temporary correction following the excessive losses observed since the
implementation of the tapering than the beginning of a sustainable, long-lasting upward trend.

The exchange rate could stay at current levels -around 2.2- in the short-term, which will be
good news for inflation. However, the end of the monetary tightening cycle and the gradual
reduction of the BCB intervention in exchange rate markets should favour a depreciation of
the currency ahead. More importantly, we expect China and commodity prices to be slightly
less supportive in the future, driving down Brazil's terms of trade by 3% in 2014 and by an
additional 3% in 2015. That coupled with current account deficit / competitiveness problems
and with the normalisation of monetary conditions in the US support our view that the
exchange rate is destined for a depreciation (see Figure 5.2 and table in Section 6).

Current account: expectations of improvement delayed to 2015

Most of the changes in the Brazilian current account are historically explained by variations in
the trade balance rather than by changes in either the service or the income accounts (Figure
5.3). The deterioration of the trade balance is certainly the driver of the worsening in the
current balance accumulated since 2005. From then to the end of 2013, the current balance
declined from +1.8% of GDP to -3.6%, while the trade surplus shrank from 5.1% to 0.1% and
the other components of the current account barely changed at all (they represented -3.3% of
GDP at the beginning of 2005 and -3.7% of GDP in December of 2013).

Some months ago, we expected the trade balance to show some signs of recovery starting at
the beginning of the year. That has not happened. Exports dropped by 3.0% in the first four
months of the year, broadly the same as imports (-3.5%). The main drivers of the poor
performance of exports at the beginning of the year are the deceleration in China, with the
conseguent moderation in both commodity prices and terms of trade, and the lower demand
for manufacturing products from Argentina (exports to the country, which represent almost
10% of total exports, declined 17% YoY)*. Taking these factors into account, as well as the
impact of an exchange rate that has appreciated more than expected in the short-term, we

3: For more about our vie won commodity prices, see our 2Q14 Latin America Economic Outlook.
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now expect the trade surplus to close 2014 at only 0.1% of GDP. In 2015, we expect the
impact of the currency depreciation and additional moderation in domestic demand, as well as
some improvement in global demand, to drive the trade surplus up slightly to 0.3%.

Figure 5.3
Current account, income and services account, Figure 5.4
trade balance (% GDP)* Exchange rate (BRL per USD)
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Due to the downward revision in our trade surplus forecasts, we now expect the current
account deficit to remain practically stable and to close 2014 at 3.7%, rather than declining to
3.5% as we expected three months ago. The gradual improvement of the current account
should start in 2015, with a slight reduction of the deficit to 3.5%. In our baseline scenario,
the exchange rate depreciation and the relative improvement of the global economy should
pave the way for further reductions of the current account deficit after 2015.
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Box 1. House prices in Latin America: very dynamic, but no significant risks

As the IMF warned in 2011, house prices in real terms
in Latin America have been growing at an average
annual rate of 10% since 2005%, significantly above
previous decades’. The increase in an asset price may
represent a problem when the increase is not justified
by the supply and demand fundamentals and is
sustained simply by the expectation of higher prices in
the future. We should remember that sharp falls in
house prices are usually associated with production
and lifestyle losses that are twice as intense and long-
lasting as those associated with stock market
corrections, for example6.

It is very difficult to discern whether there is a bubble in an
asset price, and the property market is no exception.
Nevertheless, indicators do exist which can flag up possible
overvaluations in house prices over and above supply and
demand fundamentals. One of these is to make
comparisons  with previous price cycles to detect
“excessive’ rises.” In the case of Latin America, house price
series are not long enough to cover several cycles. In any
event, strong house prices rises such as those mentioned
above for Latin America are a necessary but not sufficient
condition for the existence of a bubble, since they may be
justified by a change in the supply and demand
fundamentals. Additional indicators are needed, relating
the house price with its fundamentals, to support any claim
about the existence of a bubble.

Of these additional indicators, two stand out: the first
measures the accessibility of housing; the second
compares the price of buying with the price of renting.
Among accessibility indicators, the most widely used
measure is the ratio of house prices to household income,
since a higher ratio implies a greater effort on the part of
households to pay for housing, which will reduce demand
and eventually lead to downward pressure on prices.

On the other hand, if we use as an additional indicator,
the relationship between sale and rental prices, we
start from the basis that renting represents the implicit
benefit of possessing a property, in the same way as
the dividend is the benefit of possessing a stock.
Rentals tend to be more connected to market factors,
so that an excessive hike in the ratio of the sale price
to the rental (taking into account taxes, maintenance
costs and other outgoings), indicates that the benefit of
a property asset for its owners is low when compared
with other assets and, as such, it is difficult to sustain it
in the future. For the benefit of owning a property
asset to increase to a level commensurate with that of
other assets, its price will tend to adjust downwards.

In the case of Latin America, the metrics available from
those mentioned above point to relatively low ratios

compared with other country blocks, with the exception
of Brazil. Of particular interest, among the accessibility
indicators, is that the median price to income ratio in
Latin America is below developed countries in Europe,
other emergin% countries and the Asian countries (see
Figure B.1.1)°. Looking only at Pacific Alliance
countries, the time it takes an average household to
finish paying for their home is slightly higher in
Colombia and very similar in Chile, Peru and Mexico.

Of course, comparing international measures of
accessibility to housing omits idiosyncratic factors
which might account for the differences mentioned
above, such as, for example, the differing degrees of
access to mortgage lending (greater in developed
countries and in emerging Europe), or the rate of
demographic growth. So another important dimension
is to detect upward trends in the accessibility indicators
or substantial deviations from historical averages which
may give rise to concerns about overvaluation in
property markets. Within the limitations imposed by
the flimsy historical data in Latin America, the ratio of
accessibility in Brazil in 2013 was particularly high vs.
its historical average and, to a lesser degree, also in
Colombia and Peru, while in Chile and Mexico the
ratios are actually below their historical averages
(Figure B.1.2). However, bear in mind that the trend
towards lower long-term interest rates in the region will
favour an increase in the price to income ratio, since it
will  make higher-value housing financially more
accessible, even though the size of the mortgage
market is relatively small in the region (see below).

Figure B.1.1
Price to income ratio
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Source: Global Property Guide and BBVA Research

13: Average growth in house prices in the Pacific Alliance countries between 2011 and 2013 is exactly 10%.
14: IMF, Regional Economic Outlook. Western Hemisphere: Watching Out for Overheating. April 2011 pg. 39-44.

15: IMF, World Economic Outlook 2003, chapter 2: When Bubbles Burst.
16: IMF, WEO (2013).

17: Data based on the Global Property Guide and the United Nations statistical division, prices adjusted for PPP and average size of household. The median is taken
rather than the mean in order to avoid extreme values, particularly important in Europe, the emerging European markets and Asia. In the case of Asian countries
this is particularly relevant, since the median is 9 years and the mean is 14, influenced by India. In Latin America, the mean and median are 2.8 and 3.5 years,

respectively.
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Figure B.1.4
Purchase to rental ratio as % of the historical average*
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Source: Global Property Guide and BBVA Research

As with the accessibility indicator, the purchase to rental
price ratio (Figure B.1.3) is lower in Pacific Alliance
countries than in Brazil and than the median in the
remaining economies. As in the case of the accessibility
index, it is important to back up the transversal analysis
with a look at recent trends in the purchase/rental price
ratio, compared to each country’s track record, in order
to eliminate idiosyncratic factors. The results are similar to
the accessibility ratio, with the same data limitation of a
relatively short time series. The changes and current
situation of the purchase to rental ratio point to a major
misalignment in Brazil and a smaller one in Colombia,
while both Peru and Mexico are more aligned with their
historical averages and Chile” is significantly below.

Figure B.1.3
Purchase to rental ratio

60
50
40
30
20
10

0

Japan
Denmark
USA
Spain
Italy
Canada
France
Finalnd
Grece
UK
Poland
Turkey
Bulgaria
Russia
Mexico
Peru
Colombia
Chile
Brazil
China
India

Austria
Argentina

Netherlands
Austria
Germany
Belgium
Portugal
Czech Rep.
Romania
Hungary
Croatia
Philippines
Indonesia
Thailand
Malaysia

=<
I}
=
QU
=1

= Pyrchase/rent ratio

Source: Global Property Guide and BBVA Research

* The periods with available data are, in the case of Brazil, from 2008 to 2013;
2001-2013 for Chile; 1998-2013 for Colombia; 2000-2013 for Mexico and
2007-2013 for Peru.

Source: Global Property Guide and BBVA Research

The measures described above indicate that, in
general, there are no signs of an increase in house
prices that go beyond that dictated by the
fundamentals, except in Brazil and, to a much lesser
degree, in Colombia and Peru. Even so, it is
advisable to analyse the momentum of these prices
over the last few years. In general, we can say that
although there has been a sustained and robust
climb in house prices, this increase has gone hand
in hand with growth in disposable income in these
countries, so there are no significant signs of
misalignment with the fundamentals.

In Brazil, the gap between the recent growth in house
prices and income suggests the existence of a not
inconsiderable misalignment in pricing. Despite signs
of overvaluation, the evidence available indicates that
the problem is concentrated in particular regions, such
as Rio de Janeiro and Sao Paulo. Furthermore, we
should also bear in mind that in the case of Brazil, the
sharp increase in house prices is partly due to the very
low base due to the virtual stagnation of the housing
market in that country. Finally, there are recent signs
of moderation in prices: after growing at rates of over
20% in real terms a few years ago, in 2013 growth
was below 10% even in the most dynamic markets. It
is to be hoped that this moderation will continue in the
coming vyears in order to avoid an even (greater
misalignment of prices.

18: The purchase to rental price ratio ought to be adjusted to take into account the effect of changes on interest rates and taxes. Higher income taxes (from which
interest payments on mortgages are deducted) would encourage a higher purchase to rental price ratio. Meanwhile, higher taxes on property transactions (or on
owning property), or higher interest rates would favour a lower ratio by penalising property ownership. In the case of Peru, the only country for which indicators for
rentals and prices in monetary terms exist, and where the ratio can be calculated adjusted for taxes and interest rates, the indicator corroborates the trends found

in the case of the non-adjusted indicator.
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When it comes to Colombia, house prices went up in
the order of 10% in real terms in 2013, although there
were major differences between cities. The purchase
to rental ratio indicator has remained stable since
2011 although above the levels of the previous
decade, related to the population’s greater purchasing
power, better transport systems and low interest rates.
The mortgage market, which is increasingly leaning
towards higher value housing, reflects the booming
middle classes. For the future we estimate a
moderation in prices, a result of lower public incentives
for middle-income housing. We calculate that prices
will have to grow below a real rate of 6% in the next
few years to offset the moderate overvaluation centred
on some of the country’s cities.

In Chile and Peru the market has been characterised
by dynamism in sales and sustained rises in price in
real terms, which in the last quarter of 2013 reached
5.5% YoY in Chile and 12.2% in Peru, although in the
latter country very influenced by the significant
depreciation in the exchange rate in a highly
dollarised property market'. In Chile the rise in sales
has reduced the existing stock, which has contributed
to maintaining prices high but with lower growth than
in the past. In both cases, the areas with the biggest
increases have been those targeted at middle-
incomes, which is consistent with the growth in the
population of the middle- and upper-middle income
segments. In the future we estimate that growth will
continue in price but at a slower rate than between
2008 and 2012.

Finally, in Mexico the situation is somewhat different,
since house prices have risen by around 4% YoY in
real terms in the last few years, a rate similar to that of
the national consumer price index. There has been no
increase in momentum on the demand side, although
borrowing conditions are historically the best they
have ever been. The price to income ratio is at its
lowest ever recorded level, helped by widespread
competition between banks and low interest rates. The
effects of the phenomenon of excess housing supply
continue, particularly for new units in the social
housing category. Thus, prices in middle-income and
residential segments have risen faster than in the social
housing segment, reflecting greater preference for
existing housing stock '

In terms of macroeconomic risks arising from a
possible property market adjustment, the main
channel for contagion to other sectors tends to be
through the negative impact on the quality of
mortgage lending, which in turn affects the health of
the financial system. In the case of Latin America in
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general, and the Pacific Alliance in particular, mortgage
lending still represents a relatively small proportion of
total credit (Figure B.1.3). Except in the case of Chile
(18.7% of GDP), in the other PA economies, mortgage
lending accounts for a very small proportion: in the
order of 9.1% in Mexico, 7.7% in Brazl, 5.3% in
Colombia and 4.9% in Peru'?. For this reason, in our
view a possible overvaluation scenario in the sector,
followed by a price correction, would have a very
contained impact on the financial sector in the region.

Figure B.1.5
Mortgage lending as % of GDP
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In view of the accessibility and profitability indicators
for property ownership, the rapid rise in house prices
in Latin America does not appear to be linked to the
emergence of a price bubble, but rather to be
supported to a large degree by the growing demand
for housing, driven particularly by the improved
financial situation of the middle classes in these
countries, combined with a relatively inelastic supply in
the short term, especially in some cities which have
experienced the biggest price hikes in the last few
years. However, it could be said that there will be a
not inconsiderable overvaluation in house prices in the
case of Brazil and to a lesser extent in Colombia and
Peru, but it will not be enough to usher in a brusgue
price correction. In any event, even in the case of a
substantial  adjustment in house prices, the
macroeconomic impact of this adjustment would be
limited, unlike the situation six years ago in the US and
in Spain, since mortgage lending represents a small
fraction of total credit In the context of greater stability
and strong fundamentals, there is a lot of room for
developing the mortgage sector in the region under
appropriate financing conditions.

19: The increase in prices in Peru was 7.2% in dollars, less than in previous years.

20: Colombia Real Estate Outlook 2013, Chile Real Estate Outlook 2013, Peru Real Estate Outlook 2013, Mexico Real Estate Outlook TH14.
21:In the case of Mexico this percentage only includes bank credit. If public housing institutions are included (Infonavit and Fovissste) the proportion represents

9.4% of GDP.
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6. Forecasts table

Table 4.1
Macro Forecasts

2012 2013 2014 2015
GDP (% yly) 1.0 2.3 2.0 1.6
Inflation (% y/y, eop) 5.8 59 6.2 5.6
Exchange Rate (vs. USD, eop) 2.04 2.34 2.46 2.60
Interest Rate (%, eop) 7.25 10.00 11.00 12.25
Private Consumption (% y/y) 3.2 2.3 2.3 1.3
Government Consumption (% y/y) 3.3 1.9 3.1 1.5
Fixed Investment (% y/y) -4.0 6.2 1.7 2.4
Exports (% y/y) 0.5 25 33 35
Imports (% y/y) 0.3 8.3 2.0 2.2
Fiscal Balance (% GDP) -2.5 -3.3 -3.8 -3.4
Current Account (% GDP) 2.4 -3.6 -3.7 -3.5

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 (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA.
No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same)
in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”),
(i) are persons falling within article 49(2) (a) to (d) (‘high net worth companies, unincorporated associations, etc.”) Of the financial promotion order,
or (ii) 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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