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The global economy improved in the last quarter as global
financial tension continued to ease.

In Chile, the factors that have boosted domestic demand are
expected to moderate, so GDP growth should reach 4.8% in
both 2013 and 2014.

We see little room for a further fall in the price of tradable
goods, so inflation is forecast to return to its target range mid-
way through 2013 and close the year at 2.8% v/y.

We estimate that the Central Bank (BCCh) will maintain its
pause in 2013, given the virtual balance between internal and
external risks, although it has been rather more cautious in its
statements in recent months.

Therisks for the Chilean economy continue to be associated
to a disruptive episode in Europe, though the various
measures adopted by the economic authorities in developed
and emerging economies have reduced the probability of this
scenario. In contrast, the idiosyncratic risk of overheating has
become more relevant.
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T. Summary

The perception of the global economic scenario has improved over the last quarter with the
steady fall in global financial tension, above all in Europe, and with the agreement to avoid the
“fiscal cliff” in the U.S. Global growth is expected to pick up from 3.2% in 2012 to 3.6% in 2013
and 4.1% in 2014, practically the same estimate as three months ago.

In Chile, economic activity surprised with growth above what was anticipated throughout
practically the whole of 2012. This strength was partly because the external situation was more
benign than expected, but above all due to growing consumer and business confidence about
the current and future economic outlook and its impact on domestic demand. Some moderation
is expected in the factors that have driven domestic demand, while the forecast of weak growth
in foreign demand remains in place, so GDP should reach 4.8% in both 2013 and 2014.

Inflation closed at 1.5% year-on-year in 20712, below our forecast of 2.3% three months ago.
This was due to the moderating effect of the tradable component of the CPI, which in fact offset
practically all the buoyancy of the price index of non-tradable goods. Looking forward, the
relevant question is whether there is room for the prices of tradable goods to continue offsetting
the strong prices expected for non-tradable goods. We see little room for a continued fall in
imported inflation, so we estimate that in 2013 inflation will close at 2.8% vy/y, and reach the
target of 3% y/y in December 2014. However, the most significant idiosyncratic risk continues
to be the strength of domestic demand and the resulting increasing pace of inflation.

Despite statements that have been somewhat more cautious in recent months in the context of
a virtual balance between internal and external risks, we expect the Central Bank to continue with
its pause in 2013 and maintain the monetary policy rate at 5%, then begin a brief cycle of rises
toward neutral levels in the first quarter of 2014. These rises are coherent with expectations of
an incipient return to normal conditions in international liquidity and an adjustment of the real
policy rate, given the convergence of inflation with its target.

The public sector had a surplus of 0.6% of GDP in 2012, despite reduced revenues from copper,
supported by increased revenues from income tax and VAT from other sources. For 2013 and
2014 we expect a slight effective public deficit of 0.2% and 0.6%, respectively. The worsening
figures will mainly be the result of a reduced contribution from mining taxes, while expenditure
will increase in line with GDP growth. In addition, public savings amount to over 11% of GDP,
allowing a significant capacity to respond in the event of a possible external deterioration.

The upturn in the price of copper in the last quarter of 2012 led to the current-account deficit
being lower than expected. In 2013, we expect the price of copper to fall less than anticipated
three months ago. This will offset the greater strength of domestic demand and imports. As a
result, the estimated current-account deficit for 2013 will be 3.7% of GDP, somewhat less than
the 4.1% forecast three months ago. For 2014 we forecast a renewed increase in the deficit to
4.2% of GDP, although these levels are expected to be financed through FDI.

Although the outlook for local economic activity is positive, the risks for the Chilean economy
continue to be associated with a disruptive episode in Europe. However, the various measures
adopted by the economic authorities in developed and emerging economies have reduced the
probability of this scenario occurring. In contrast, idiosyncratic risks, in particular risk of the local
economy overheating, have gained in importance.
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2. Global economic outlook improves

The global economic outlook improved in the last quarter thanks
to the continual decline in global financial tensions, especially in
Europe, and the agreement avoiding the so-called “fiscal cliff” in
the US

Confidence indicators have picked up across all major economic areas and data for output and
spending continue to point to limited global growth. Europe has seen financial tensions ease for
six months now, with markets gradually, albeit not fully, offering funding to financial and non-
financial businesses in certain peripheral economies in the euro area.

The mood in financial markets improved steadily in recent months thanks to three factors: ()
data show that China is not heading for a hard landing, as some analysts had expected; (ii) the
US did not fall off the cliff and, in fact, its economy is withstanding uncertainty remarkably well;
and (iii) Europe continued to progress towards a the banking union, reinforcing the commitment
to preserve the euro.

Nonetheless, improvement in market perception does not make up for lack of improvement in
fundamentals, and growth will remain weak in developed countries. Therefore, global growth is
set to rise from 3.2% in 2012 to 3.6% in 2013 and 4.1% in 2014 - almost the same forecast
as three months ago (Chart 1). In 2013, the downward revision of Brazilian growth and the
unchanged scenario in the eurozone and the US should be offset by better forecasts for China,
Mexico and some Latin American economies (Chart 2).

The recovery will only continue if the appropriate policies are implemented in the US and the
eurozone. The US needs to do more than just soften the impact of imminent tax rises and should
dispel any uncertainty surrounding debt repayment and how the burden of fiscal consolidation
is to be shared. With respect to the eurozone, progress in governance, especially with respect
to the banking union, must continue, both through additional agreements and the effective
implementation of the agreements reached on banking supervision and resolution procedures.

Although positive surprises are not out of the question, the uncertainty surrounding the global
economic outlook looks set to remain high. Reduced global growth would be the consequence
of increased financial tensions and a drop in confidence if doubts reappeared as to the European
authorities commitment to shore up the euro, which have been contained for now both thanks
to the ECB's statement last July and the agreements reached between the countries in the
eurozone in support of the single currency. If these tensions did emerge, new agreements on
financial safeguards would be necessary and the recession in the eurozone would continue
throughout 2013. The risk in the US would arise if the contagion arising from the European risk
was added to the disagreements regarding fiscal consolidation or the debt ceiling. In that case,
and with the support of emerging markets, the global GDP would range from 2.5% to 3% in
2013 and 2014. This risk scenario is less likely and the impact is lower than estimated three
months ago. This is thanks to the progress that has been made in implementing policies in the
most developed regions, and the resilience demonstrated by the emerging economies.
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3. Chile: cruising speed growth in 2013

Favorable terms of trade and high levels of confidence will maintain

economic growth at around potential level

Throughout practically the whole of 2012 economic activity surprised with growth above what
was anticipated at the start of last year. This positive performance was in part due to a more
benign than expected external situation, but above all to growing consumer and business
confidence with respect the current and future economic outlook. It is worth wondering in this
respect why there was a general perception that domestic demand would inevitably be dragged
down by weak foreign demand and result in a slowdown in growth. There were mainly two
reasons: first, the experience of 2009, when the impact on confidence and domestic demand
was much greater than expected; and second, even without a fall in confidence, the closing of
the output gap led to an anticipation that inflation would gather pace if the strength of domestic
demand was maintained, and this would eventually have a negative impact on confidence levels.

What in fact happened was that the expected deterioration in the confidence of economic agents
did not occur. In the case of businesses, the Monthly Business Confidence Index IMCE) remained
at fairly high optimistic levels throughout the year, and even the components most closely linked
to the foreign environment, such as manufacturing industry and mining, remained above 50
points. In the case of consumers, the Index of Economic Perception (IPEC) closed December
2012 with seven consecutive months above 50 points and reached its highest level since 2006
(Chart 3).

This high level of optimism was one of the factors that explained the strong growth in domestic
demand, which hit 7.1% in 2012, under the 9.5% of 2011, but still above what had been
expected. The other determining factor was the behavior of the terms of trade, mainly due
to the copper price being at an average USD 3.6 per pound, down 10% on the average for
2071 but also above expectations, and at the expected long-term price level for this metal.
Thus expectations and terms of trade were key for consumption, and in particular investment,
remaining more buoyant than expected. They more than offset the negative impact of net
exports on GDP growth, which fell back to 5.6% in 2012 from the figure of 6% in 2011, but still
0.6 pp above our estimate last October, and also still above potential.
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It is interesting to note that, in line with the strength of demand, the sectors that grew most
were those least dependent on the conditions of foreign demand and with fewer supply-side
restrictions, such as retail trade and communications, or those that are intensive consumers of
local products, such as construction.

With respect to the labor market, the rate of growth of employment and the labor force fell
as anticipated. In a situation of virtual full employment there was practically no room for these
variables to repeat the average growth levels of 5.1% and 3.8% respectively observed in 2011.
In fact, employment growth dropped to an average of 2% and the labor force to 1.2%; as a
result, the average unemployment rate fell by 0.7 percentage points from 7.1% in 2011 to
6.4% in 2012. One of the main implications of this tightening labor market was the behavior of
wages, which in nominal terms closed the year with growth of around 6.5%, or around 4% in
real terms.

Credit increased its average annual growth by a percentage point on the figure for 2011 to
14.7%. This implies a significant rise if we consider that inflation was around 3 percentage points
down in 2012. The breakdown of this positive performance is in line with investment growing
more than consumption, leading to corporate lending expanding more than loans to individuals.
Commercial lending increased its rate of growth from 12.4% in 2011 to 16.3% in 2012. In
contrast, both consumer finance and residential mortgage loans reduced their annual average
growth from 2011 to 2012, from 16.6% to 14.7% respectively in the case of consumer finance
and from 12.3% to 11.8% in the case of mortgages.

Chart 3 Chart 4
Business and consumer expectations GDP and domestic demand (y/y % change)
70 1 15 1

e AR
HAYNW/ L Adhhn

30 A1
.5 -
N IS0 0 OO @ O O v« v N N N
OO0 000000+t =+ «— «—
t;‘:éaabgg%g%at:é-m-
8328583202832 2009 2010 2011 2012 2013 2014
(e) (p) P
Consumer Business Neutral level Domestic demand ®GDP
Source: Adimark and Icare Source: BCCh and BBVA Research

After three years of above-potential growth, excess capacity will
have disappeared and the economy will grow at around potential
in 2013-2014

In 2012 GDP grew by 5.6%, the third consecutive year of growth above the potential for the
Chilean economyy, estimated at around 5%. According to our estimates, this means that the GDP
gap (the difference between the actual and potential GDP as a percentage of the potential) will be
around 0.5% at the close of 2012, which would make it difficult for the economy to grow above
potential for the fourth consecutive year. Some moderation is expected in the factors that have
been behind the strength of domestic demand, while the forecast of weak growth in the rest
of the world and the negative contribution of foreign demand remains in place, so GDP should
grow by 4.8% in both 2013 and 2014 (Chart 4). As a result, the Chilean economy will this year
post the second biggest growth in the region, second only to Peru (Chart 5).
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Chart 5
GDP of Latam economies 2012-2014 (y/y % change)
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In the case of private consumption, convergence to an average growth close to the economy’s
potential can be explained by the effect of a moderation in growth of the total wage bill and the
steady increase in inflation on consumer expectations. In the case of investment, the growth of
the machinery and equipment component is expected finally to return to normal while investment
in construction moderates. In the case of construction, this is in line with the slowdown of in
the issue of residential and commercial construction permits (see the Real Estate Watch 2012
report). There will also be some negative effect from the fall in the price of copper, which will
drop from an average USD 3.61 per pound in 2012 to USD 3.57 and 3.26 per pound in 2013
and 2014, respectively (see Box 1).

The relative strength of domestic demand with respect to foreign demand in 2013 and 2014
will be key to the non-tradable sectors remaining more buoyant than tradable ones. In the case
of mining, and in particular copper, the information available points to a delay in the execution
of projects for increasing production capacity. In terms of manufacturing, we estimate that it will
maintain growth at below the rest of the economy, and continue to show the effects of weak
foreign demand. With respect to the sectors linked to domestic demand, the retail trade and
services will continue to grow faster than the rest, although they will slow steadily due to the
convergence of economic activity to a sustainable rate and a weaker labor market.

Finally, in this growth scenario at around potential in 2013 and 2014, the situation of virtual
full employment will limit employment growth to that of the labor force, so it can be expected
that both variables will grow at around 1% and the average unemployment rate will remain
at 6.4%. Credit will steadily converge to an average nominal rate just above 10%, i.e. above
the nominal growth estimated for domestic demand. This reflects that there is room for more
financial penetration in Chile.
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Box 1. The outlook for the copper price

In 20712, the price of copper fell from an average of USD
4 per pound in 2011 to USD 3.61 per pound. The main
reason for this was a steady global depreciation in the
dollar; the balance between supply and demand remained
narrow with respect to historical averages, with total
inventories at under 3 weeks of consumption (Chart 6).

This year, the price of copper is expected to fall only
marginally to an average of USD 3.571 per pound. This
means an upward adjustment with respect to our prior
forecast in the fourth quarter of 2012 of USD 3.15
per pound (Chart 7). This correction assumes that the
tight balance between supply and demand currently
observed in the market will be maintained, as a result
of the postponement of new projects and low growth
of supply from active projects that will reach only 2.8%
y/y. On the demand side, expectations remain relatively
stable, with expected growth of 1.5% vy/y, once more
headed up by the boost from China, which will increase
its demand by 6% y/y. Meanwhile, the copper price will
remain high, supported by expectations of a weaker dollar
in multilateral terms in the medium term. Linked to this
point, one cannot rule out the positive effect of the lower
probability currently assigned to risk scenarios at a global

Chart 6
Copper inventories and US RER
(weeks of consumption; 1973=100)
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level. This will favor investment flows to higher risk assets,
including the commodity markets.

With respect to longer-term expectations, we continue
to expect convergence of the copper price toward its
equilibrium level, which we put at a range of between USD
2.8 - 2.9 per pound. The steady adjustment toward this
level is the result of stable growth in the global demand for
copper, while supply is showing signs of recovery, leading
to a situation with relatively more slack. At the same time,
the dollar is considered to be essentially stable at a global
level. It is worth pointing out that this level of convergence
is higher than the historical average of the real price of
copper in the period 1980-2002, which reached USD
1.6 per pound, prior to the entry of China as a significant
economic player. Since 2003, the real price of copper
has averaged USD 3 per pound. We estimate that the
composition of demand for the metal will remain relatively
stable over the next few years, and validate an equilibrium
price higher than the historical average. This represents
a moderate upturn in supply in an environment of higher
production costs due to reductions in the ore grades and
higher energy costs.

Chart 7
Comparison of forecasts of the copper price (USD per pound)
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4. Inflation back on target

Factors behind the low figure for 2012 will not recur in 2013, and

inflation will return to its target range mid-way through 2013

Inflation closed at 1.5% year-on-year in 2012, under our forecast of 2.3% three months ago. In
fact, two reports back, in the Chile Economic Outlook for the third quarter of 2012 published
in August, the section on inflation was called “The Inflation Puzzle”, referring to the paradox of a
cumulative inflation of barely 0.4% through July, despite an estimated positive output gap that
revealed the lack of excess capacity. The solution to this puzzle, as we explained at the time, was
the moderating effect of the tradable component of the CPI, which accounts for around 60% of
the consumer basket. It practically cancelled out the strength of the price index of non-tradable
goods, which did reflect the cyclical situation of the economy.

But as well as explaining the paradox of low inflation, we had to assess whether the behavior of
prices in the first seven months of the year could be extrapolated to the last five. The conclusion
was that it was not very probable that the appreciation of the exchange rate and the fall in
international inflation could continue. In fact, the expectation was for an upturn of energy and
food commodity prices, which were factors behind the sluggish prices of tradable goods.

As we now know, this prediction proved only partially correct, as although there was no further
appreciation of the peso as between the close of 2011 and the first quarter of 2012, the
exchange rate remained essentially stable and even appreciated marginally in around the last
quarter of the year. It is worth mentioning that Chile not only posted the lowest annual inflation
in 2012, but also one of the biggest currency gains in the region (Chart 8). In addition, no upturn
was observed in commodity prices; on the contrary, there was a downward adjustment in fuels,
due to a reduction in geopolitical risk premiums. As a result, inflation in tradable goods closed the
year at -0.5% vyl/y, offsetting the increase of 3.9% y/y in non-tradable goods (Chart 9).

Chart 8
Inflation and exchange movements (y/y % change)
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Other hypotheses have been suggested to explain this low inflation in 2012, such as the effect of
productivity gains or the compression of profit margins. These hypotheses conflict with the fact
that low inflation is observed in the tradable component of the basket, in other words the goods
whose prices are determined internationally; so productivity gains at a local level should not be
relevant, unless they are productivity gains in the commercialization chain. The same could be
said with relation to the compression of profit margins, which would also have to occur in the
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commercialization chain on arrival in the country; otherwise, we would simply be talking about
a lower imported inflation.

Looking toward the future, the relevant question is once more therefore whether there is room
for the prices of tradable goods to continue offsetting the expected strength of non-tradable
goods. Unless there is an adverse scenario at the international level, we see little room for a
continued decline in imported inflation, while the exchange rate is expected to depreciate slightly
in the medium term (see Box 2). Overall, the floor of the Central Bank's range (2%) should be
reached at around mid-20713, and inflation is expected to close 2013 at 2.8%. The figure for the
close of 2014 should be close to the target of 3% y/y. Nevertheless, as was pointed out in the
last report on risk scenarios, the most important idiosyncratic risk is maintenance of the strength
of domestic demand and the resulting acceleration in inflation (Chart 10).

Chart 9 Chart 10
Price index by category (y/y % change) Total inflation (y/y % change)
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5. Monetary policy still on pause despite
everything

Although the Central Bank has been rather more vigilant in its
statements over recent months, due to growing domestic risks, we
estimate that monetary policy will remain on pause in 2013, and
begin a brief cycle of reference rate rises towards neutral levels
early in the first quarter of 2014

Over recent months, the figures for local economic activity have continued to surprise upwards.
In principle this reflects a greater use of installed capacity and a rise in inflationary pressures.
However, prices (at least in the aggregate) have not responded to the movements in the output-
gap, as they have incorporated temporary falls in international commodity prices, mainly fuels
and food. They have also been affected by the fall in the exchange rate. In fact, the exchange
rate has been key for long-term inflationary expectations to remain anchored at the Central Bank
target. However, the risks of a tight labor market and domestic demand that shows no clear
signs of a slowdown will continue latent, and add a note of caution to the conduct of monetary
policy. This will increase the risk of an acceleration of domestic prices beyond their desired levels
in the medium term, with a potential decoupling of inflationary expectations.
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In addition, but still on the domestic front, the current-account deficit is still an additional concern
for the Central Bank, mainly due to the possible cumulative effects over financial stability goals.
Despite this concern, we estimate that other policies apart from the monetary have to be

considered to tackle these risks, as the Board of the Central Bank has already made clear in the
latest meeting minutes (see Box 2).

Finally, risks have eased on the external front. Although the probability of an adverse effect in the
U.S. and Europe remains latent, it has diminished compared with previous months. However, it
is still the most significant risk, which counterbalances a somewhat more restrictive stance on the
part of the Central Bank, as also reflected in the minutes of the latest monetary policy meeting.

In this context of virtual balance between internal and external risks, we expect the Central Bank
to continue with its pause in 20713 and maintain the monetary policy rate at 5%, and then begin a
brief cycle of rises toward neutral levels in the first quarter of 2014. These rises are coherent with
expectations of an incipient return to normal international liquidity conditions and an adjustment
of the real policy rate, given the convergence of inflation towards the target (Chart 11).

Chart 11
Monetary policy interest rate (%)
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Box 2. To float or not to float

The recent appreciation of the currencies of emerging
countries has led some of these economies to apply
measures to halt this trend. In countries such as Brazil,
Peru, Colombia, Russia, Korea and lIsrael, measures
have been applied ranging from direct purchases on the
foreign-exchange market to capital controls that aim to
remove incentives for capital to enter these economies.
However, other economies such as Chile and Mexico have
remained within a freefloating exchange rate scheme,
leaving open the option of interventions only if there is a
significant misalignment of the exchange rate with respect
to its long-term fundamentals.

The real exchange rate and the factors behind its
movements in the last decade

In the specific case of Chile, the Central Bank has focused
its attention on movements in the real exchange rate
(RER). This measure takes into account the relative
competitiveness of the Chilean economy with respect to
its main trading partners. In this way, the normal analysis
includes both nominal exchange-rate movements and the
inflation differentials between the main trading partners
and Chile. Thus although the peso-dollar parity plays an
important role, it is not the only relevant variable in the
analysis.

The factors behind the movements of the RER include
the terms of trade, which are largely influenced by the
performance of the copper price, as well as the ratio of
public expenditure to GDP and Chile's productivity relative
to the rest of the economies. A number of studies have
estimated the sensitivity of the real exchange rate to these
variables. Based on their movements in the last decade, it
is possible to analyze the role of the different factors in the
trend toward appreciation shown by the RER.

One of the most relevant factors has been the increase in
the terms of trade, which have doubled in the last decade,
driven mainly by the major increase in the copper price
(Chart 12). Although the pressure on the appreciation of
the RER exercised by increased public expenditure has
been mentioned, given that much of this expenditure is
on non-tradable goods, in fact its size has not changed
significantly. Thus the ratio of public expenditure to GDP
was around 21% 10 years ago, while in 2012 it stood at
22%, although it had dropped to levels of close to 17%
before the 2008-09 financial crisis. Finally, the improved
productivity of the Chilean economy with respect to the
developed economies has generated a trend for the RER
to appreciate. One reflection of this improved relative
performance is the strong GDP per capita growth in Chile

Chile Economic Outlook
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compared with other economies, above all developed
ones.

As a result, the RER has appreciated by around 18% over
the last decade and currently stands at 7% below the
average for the last 10 years and 5% below the average
for the last 5 years.

Even though there are structural factors behind the trend
for exchange-rate appreciation, the Central Bank has
intervened in the market twice in recent years. It is worth
reviewing the reason for these interventions and what
could trigger new measures in this direction.

The real exchange rate and interventions in 2008 and
2011

Both in the intervention in April 2008 and that of January
2011, the Central Bank stated that the objective was to
carry out a program of international reserve accumulation
that could be used as insurance against possible adverse
external scenarios. The foreign-currency purchasing
programs amounted to USD 8 billion in 2008 and USD 12
billion in 2011. As a result, the ratio of reserves to GDP
amounted to 17%, a level that is comparable with that of
other economies of a similar structure to Chile.

Another argument for the interventions would be a
temporary misalignment of the long-term exchange-rate
fundamentals, so the intervention would aim to moderate
an overreaction by the RER. It is worth pointing out that
this measure did not try to achieve a predetermined level
of exchange.

Currently, the RER is at levels similar to those of before the
interventions mentioned above, and it is worth wondering
whether this corresponds to a temporary misalignment,
or rather a more structural trend. To a large extent, this
is what any new intervention in the foreign-exchange
markets will depend on.

The economic background to exchange-rate behavior

We can also review what factors explain the recent
appreciation of the exchange rate in Chile from a broader
point of view. We can also determine to some extent
whether it is a temporary or permanent phenomenon.
Considering that in the short term the exchange rate
depends on real factors, such as terms of trade, but also
on financial factors, its movements can be assessed in
the light of a set of relevant variables. Thus the copper
price, the differential of domestic and external interest
rates together with the perception of risk by investors are
natural candidates for assessing the short-term movements
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of the exchange rate. In terms of these parameters,
an intervention may be motivated by a temporary and
significant deviation of one of these factors. At the same
time, if a significant part of the appreciation did not accord
with these factors, it would send a signal of a possible
exchange-rate misalignment, which could also trigger an
intervention.

Currently, in considering the higher price of copper, the
high differential of interest rates in favor of the peso and
greater appetite for risk by investors, the rate can be seen
to be somewhat below the estimated value according to
its fundamentals, although the amount appears moderate
in a historical perspective. In addition, various forecasts,
including those of the Central Bank, suggest these
fundamentals are not significantly deviated from their
medium and long-term levels. Although the possibility

Chart 12
Terms of trade and the real exchange rate
(1Q03=100; 1986=100)
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of foreign-exchange intervention has been the subject
of debate recently, we consider that at least one of the
conditions above has to be met to motivate the application
of this measure. In other words, a significant deviation of
the fundamentals with respect to their long-term levels,
or rather a rapid trend to appreciation that accumulates a
significant decoupling in the variable (Chart 13).

Finally, it should not be forgotten that various estimates
reflect the limited effectiveness of reserve accumulation
in maintaining a more depreciated exchange rate in the
medium and long term. In addition to this, there are the
high costs of the measure, given the need to sterilize the
monetary impact of foreign currency purchases through
the emission of local-currency bonds at an interest rate
far above that obtained from investment in international
reserves.

Chart 13
Estimate for exchange rate based on real
and financial factors (COP/USD)
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6. The strength of the economy leads to
an improved fiscal result

Despite lower revenues from copper, the public sector had a
surplus of 0.6% of GDP in 2012, as a result of increased receipts
from income tax and VAT from other sources. For 2013 and 2014
we estimate a slight effective public deficit of 0.2% and 0.6% of

GDP, respectively, due to lower receipts from mining taxes

In 2012 Treasury estimates for the year put the effective public sector surplus at 0.6% of GDP,
equivalent to USD 1,493 million, slightly above our estimate one quarter ago of 0.5% of GDP.
This is the result of revenues of USD 58,845 million (a real rise of 1.3% vy/y), where lower than
expected receipts from copper (both Codelco and private mining) were more than offset by
increased income tax and VAT receipts from other sources due to greater than expected growth
of the economy in 2012, mainly boosted by the service sector (Chart 14). Fiscal spending
amounted to USD 57,351 million (a real annual increase of 4.7%), equivalent to 21.8% of GDP.
At the same time, budget execution was slightly under the agreed level for the period. As a result,
both the greater tax revenues and the under execution of expenditure were key to the positive
fiscal balance in 2012, and thus helped reduce (although only partially) the current pressure
of internal expenditure on the balance of payments current account. Finally, it is important to
highlight that the structural deficit fell by barely 0.6% of GDP, so the structural deficit target of
1% of GDP recently proposed by the current government for 2013 has been exceeded.

With respect to the position of assets, the public treasury closed 2012 with sovereign funds of
USD 20,880 million, representing a nominal increase in dollars of 18.9% on the close of 2011.
This was basically the result of contributions to the Economic and Social Stability Fund (FEES) and
the Pension Reserve Fund (FRP) for a total of USD 2,890 million over the year. Other treasury
assets (cash) fell slightly to USD 10,419 million (down 1.6% vy/y), thus consolidating gross tax
assets of USD 31,299 million (11.6% of GDP), above the accumulated amount at the close of
2008. This allowed an energetic fiscal policy response in the face of the international financial
crisis. In accordance with the current fiscal responsibility rules as well as the effective surplus in
2012, we expect contributions to the FRP of at least 0.5% of GDP this year. The stock of gross
public debt closed in 2012 at USD 31,880 million (11.9% GDP), an increase of USD 3,909
million compared with the accumulated stock at the close of 2011. This leaves the net debt
position for the central government in virtual equilibrium (Chart 15).

Finally, for 2013 we estimate a slight effective public deficit of around 0.2% of the GDP estimated
for this period. This is the result of a real increase in revenues of around 2% vy/y, due to the
expected greater tax receipts from non-mining taxpayers, as the revenues from the mining sector
will remain stable, given our estimate for the average copper price of USD 3.5 per pound for the
year (a slight fall on the 2012 average). Total real public expenditure will increase around 6% vy/y,
representing an under-execution of the budget law for 2013 in line with historical parameters.

The fiscal forecast for 2014 is difficult because it will be the first year of a new presidential year,
which could imply changes in the long-term management of the structural fiscal balance. Initially,
we expect fiscal spending to increase in line with GDP growth and a slightly slower growth in
revenues, particularly due to the lower average copper price. Thus the deficit will increase only
moderately to 0.6% of GDP in 2014.
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Chart 14 Chart 15
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/. Balance of payments: better terms of
trade will offset the increase in imports

The upturn in the price of copper in the last quarter of 2012 led to
the current-account deficit being lower than expected. The upward
revision of the forecast copper price for 2013 would counter the

greater strength of domestic demand and imports

The current-account deficit should close 2012 at 3.3% of GDP, somewhat better than the 3.6%
estimated three months ago. This improvement can be mainly explained by the upturn in the
copper price toward the end of the year, and with a somewhat lesser impact, the downward
adjustment in fuel prices over the same period. As a result, the trade surplus is estimated at
around USD 4.2 billion, a major fall on the surplus of USD 10.8 billion in 2011.

The current-account deficit will be almost entirely financed through foreign direct investment
(FDD. It is worth pointing out that the FDI by non-residents amounted to USD 28,150 million, or
around 11% of GDP. FDI from Chileans abroad amounted to USD 19,700 million, around 7%
of GDP. In net terms, therefore, FDI is very similar to the current-account deficit estimated for
2012. However, it is important to highlight that there were net portfolio outflows of around 1.5
points of GDP, somewhat higher than the debt registered in the “Other investment” item. Finally,
international reserves closed the year at USD 41.6 billion, practically the same figure as at the
close of 2011 (USD 42 billion). This is consistent with the strategy of a floating exchange rate,
although down in terms of GDP from 16.9% to 15.7%.

For 2013 and 2014 we expect a reduction of copper exports in line with the expected fall in the
average price of the metal (see Box 1). Nevertheless, an increase in the value of other exports
will mean that in the aggregate exports will increase at an average rate of 2.5% over the year.
However, the higher average annual increase estimated for imports of 5.6% will result in a
renewed fall in the trade surplus in 20713 to around USD 2.4 billion, and the first trade deficit
in more than a decade, of USD 350 million in 2014. As a result, the current-account deficit
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estimated for 2013 will be 3.7% of GDP, somewhat down on the 4.1% forecast three months
ago. For 2014 the forecast is for another increase in the deficit to 4.2% of GDP, although these
levels are expected to be financed with FDI and assume the convergence in the price of copper
to its long-term value. Thus this forecast does not differ substantially from an estimate of the
current-account deficit at trend prices.

3. Domestic risks take the leading role

Despite the positive outlook for local economic activity, the risks for the Chilean economy
continue to be associated with a possible disruptive episode in Europe, with global consequences
manifested in falls in asset values, prices and levels of activity. However, the various fiscal and
monetary measures adopted by the economic authorities in developed and emerging economies
have reduced the possibility of an adverse scenario of this type.

Our current risk scenario includes not only a reduced probability of a negative event in Europe,
but also a lower-level shock than considered in previous reports. Thus the main transmission
mechanism of this risk event would be via a negative wealth shock on the local economy. This
shock would generate a fall in the terms of trade and a global rise in the dollar (lower copper
price), with negative results on consumer and business confidence, and on domestic demand.
At the same time, the lower utilization of installed capacity would put downward pressure on
domestic prices. In this scenario, a greater deterioration in the current account continues to be
effective with respect to the current levels of deficit. However, the additional deterioration would
be temporary. The monetary policy and fiscal response would be expansive, but not to the
extent included in our previous risk scenario. In addition, the lower rate of aggregate economic
activity, the fall in copper prices and the implementation of fiscal stimuli would all put downward
pressure on the effective balance of the public sector.

In contrast with the above, idiosyncratic risks, in particular risk of the local economy overheating,
have become more significant. With the information available, the probability of an event of this
type has increased. Economic activity has once more picked up pace toward an above-potential
rate, at least in the short term, while inflation has remained low due to temporary effects. Thus if
the expected slowdown in domestic demand did not occur, we could anticipate an acceleration
in inflation, in particular given the limited spare capacity, which would result in a decoupling of
inflationary expectations. At the same time, the balance of payments deficit would increase given
the strength of imports. In this scenario, the monetary policy response would be to bring forward
the cycle of rises in the reference rate.
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9. Tablas

Table 1
Macroeconomic forecast annual

2010 2011 2012 2013 2014
GDP (% y/y) 6.1 6.0 5.6 4.8 4.8
Inflation (% vy/y, eop) 3.0 4.4 1.5 2.8 3.0
Exchange Rate (vs. USD, eop) 475 517 477 483 502
Interest Rate (%, eop) 3.3 5.3 5.0 5.0 5.8
Private Consumption (% y/y) 10.0 8.8 6.6 6.1 5.5
Government Consumption (% vy/y) 3.9 3.9 3.4 4.7 4.9
Investment (% vy/y) 14.3 17.6 99 8.2 6.5
Fiscal Balance (% GDP) 0.4 1.3 0.6 0.2 0.6
Current Account (% GDP) 1.5 -1.3 3.3 3.7 4.2
Source: BBVA Research
Table 2
Macroeconomic Forecast Quarterly
GDP Inflation Exchange Rate Interest Rate
(% yly) (% yly, eop) (vs. USD, eop) (%, eop)
Q1M1 9.9 3.4 480 4.00
Q2 11 6.3 3.4 469 5.25
Q3 11 3.7 3.3 484 5.25
Q4 11 4.5 4.4 517 5.25
Q112 5.2 3.8 485 5.00
Q212 5.7 2.6 506 5.00
Q312 5.7 2.8 475 5.00
Q412 5.6 1.5 477 5.00
Q113 4.9 1.7 472 5.00
Q213 4.7 2.5 469 5.00
Q313 4.7 2.3 474 5.00
Q413 4.8 2.8 483 5.00
Q114 4.7 2.7 491 5.50
Q2 14 4.5 2.7 496 5.75
Q314 5.2 2.8 500 5.75
Q4 14 4.7 3.0 502 5.75

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”), (ii) are
persons falling within article 49(2) (a) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are
persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets
act 2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This document is directed only
at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which
this document relates is available only to relevant persons and will be engaged in only with relevant persons. The remuneration system concerning the
analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in
the fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they do not receive any remuneration
based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent
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