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MACROECONOMIC ANALYSIS

The reasons for the fall in local long yields in
2014: the tipping point is close

Chile Unit

e The fall in long-term yields this year is explained to a large degree by the performance of
external yields and by bad news on local activity. Taken together, both factors account for
around 70% of the fall-back in BCP-10 since the beginning of the year.

e A scenario of persistently low yields is only consistent with one in which economic news
continues to surprise to the downside and in which US long-term yields do not rise. We
should not have any significant surprises to the downside in activity, and the yields in the
US have reached a floor, with prospects to the upside in the medium term.

e As soon as the macroeconomic scenario begins to show signs of recovery and the activity
figures stop surprising to the downside, and even surprise to the upside, we will see rises in
long-term Chilean yields. These hikes will be reinforced if the postponed increase in long-
term US yields is confirmed, and also by the greater issuance of public debt in prospect for
next year which should be announced at the end of this month. BBVA Research forecasts
that the Treasury will announce issues to the value of US$11bn.

Long term yields have shown huge falls over the course of this year. Several hypotheses have been
considered to explain these reversals, since a correct understanding and evaluation of what has happened
will answer questions such as whether these yields are close to reaching their floor and will subsequently
move upwards, or whether they will remain at low levels for a prolonged period of time.

This Flash quantifies the impact on the performance of long-term yields (BCP-10) this year of both the
change in international yields and the disappointing activity figures published to date. From a methodological
point of view, we have combined two proposals presented in different central bank studies. The first
estimates the impact of economic news on long term yieldsl, and the other estimates the pass-through ratio
from international to local yields®. The equation is as follows:

Ai, = a+ Z Bi * Aip_; + Z o * Ai*t_j + y * Imacec shock + u;
i=1 j=0

With Ai, = monthly variation in the BCP — 10 rate

Ai . = monthly variation in the UST — 10 + CDS rate

1: Meyer, J. (2006). Impact of economic shocks on Chilean central bank bond yields. Revista Economia Chilena, volume 9 N°2, August.
2: Gonzélez et al (2005). Ratio between domestic and external interest rates. Central Bank of Chile. Revista Economia Chilena, volume
8 N°2, August.
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We have confirmed the role of external yields in the performance of local yields, although this year
the correction undergone by the BCP-10 has been higher than could be explained solely by the
performance of international equivalents. Over this year, the US bond yield has fallen nearly 48bp, while
the local bond yield has slumped by around 72bp (Figure 1). In a study in late 2013 we quantified that the
pass-through ratio between external and internal yields lay between 20% and 60%; when we conducted the
same calculation for January 2010 to August 2014, the result showed that the ratio was at the upper end of
the historical range. This being so, the reverse suffered by the UST-10 this year would account for 39% of
the fall in local long yields. However, as well as this element, there are idiosyncratic factors which are making

contribution towards the same direction (Table 1).
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Table 1

Incidence of activity shocks and external yields on 10-year BCP: January to

August 2014

Incidence in BCP-10 (bp)

BCP-10 in December 5.04%
Activity shocks * -4.3 pp -21 bp
UST10Y fall -48 bp -27 bp
Other factors (lack of paper, etc.) -24 bp
BCP-10 in August 4.32%

* The shocks considered by the Imacec up to June
Source: Bloomberg, BBVA Research
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Controlling for the influence exerted by international yields, the negative news shocks over Imacec
this year account for around 30% of the fall in the central bank’s 10-year bond yieldss. The estimated
ratio is not very different from that found by Meyer (2006), which demonstrates the stability over time of this
parameter. We also confirmed that a factor permanently impacting on the variation in long yields is economic
activity performance, and in particular shocks that upset market consensus.

In consequence, we estimate that around 70% of the drop experienced by the BCP-10 this year is
accounted for by the fall in external yields and by negative local activity shocks. The remaining 30%
responds to other factors that have not been quantified, among which are, for example, the relative scarcity
of long sovereign issuance (central bank and Treasury). In short, as soon as the macroeconomic scenario
begins to show signs of recovery and the local activity figures start surprising to the upside (which,
incidentally, was the case with the July Imacec) we may see increases in the long-term yields. These rises
will be stronger if the postponed increase of long-term yields in the US is confirmed, and also by greater
issuance of public debt, forecast for next year.

3: The “shock in activity” variable is the unexpected component in the indicators, representing the difference between the effective figure
and the expected figures, according to the Economic Expectations Survey.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by
Banco Bilbao VizcayaArgentaria, 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 (i) 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



BBVA Chile Flash

09.11.2014

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.



