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Box 3: The relative performance of financial variables in episodes of financial stress depends on

each country’s economic vulnerabilities

There have been two episodes since the beginning of 2013
when financial tensions in emerging economies suffered a
significant upturn. The first occurred between May and Sept-
ember 2013 (see Chart 45). Financial conditions in emerging
economies stabilised in general after September, but finan-
cial tension increased again in January of this year. In these
upturns in risk perception, the financial markets in emerging
economies suffered capital outflows, depreciations in their
currencies against the dollar and significant drops in the pri-
ce of sovereign debt, reflected in significant increases in the
yield rates.
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The tensions were sparked in May 2013 in response to sta-
tements made by the Fed indicating that it would probably
start to reduce its large-scale asset purchases at the end of
2013. These signals caused a surge in uncertainty and vo-
latility on global financial markets. Until that point, the ex-
traordinarily low interest rates in the United States and huge
liguidity in global markets had encouraged investors to take
advantage of the situation by investing in emerging market
economies (EMEs), with higher rates than those prevailing in
developed economies, carrying out short-term investment
operations, known as carry trade. These transactions have
higher margins when EME currencies remain stable or ap-
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preciate. But when the expectation of a slowing rate of asset
purchases on the part of the Fed led to higher interest rates
in the US, investors rapidly reversed these operations, which
were then accompanied by significant depreciations in EME
currencies against the dollar and major falls in asset prices.

In December 2013, when the Fed finally announced a reduc-
tion in asset purchases, the reaction on the part of financial
markets in the EMEs was moderate. The main reason was
that the Fed's statement back in September had removed
the uncertainty caused up to that point by the difficulty of
explaining the distinction between the decisions that would
be taken about unconventional monetary stimulus and de-
cisions about the forthcoming return to conventional mone-
tary policy (ie. the cycle of hikes in the target monetary rate)
which was still far off on the horizon, further away than the
markets were expecting at that point. Then, in January 2014,
volatility returned to these markets. Unlike the first episode,
in this there were no important changes in the expectations
for US monetary policy. It was rather that this second epi-
sode of risk aversion was characterised by a series of ad-
verse events: a weaker than expected result in China's ma-
nufacturing industry, the devaluation of the Argentine peso,
the intervention in Turkey propping up its currency and the
geopolitical tensions resulting from the crisis in Ukraine.

During both risk-aversion episodes, the financial conditions
in the EMEs were affected, although there was differentia-
tion between countries, which suggests that, even when
the wave of EME asset sales was driven by shared factors,
investor decisions also were nuanced by these economies’
differing conditions. Chart 45 illustrates that although one
can see that all currencies were affected, some were more
resilient than others. The same thing happened with sove-
reign yields. This suggests that the differentiation may be in
response to investor perception of economic vulnerabilities
in the EMEs.

Emerging Market Economy Vulnerability Index

In order to quantify this differentiation and forecast the resi-
lience of financial markets in the EMEs in future episodes of
financial tensions, the vulnerability index built by the Federal
Reserve (published in its February 2014 Monetary Policy Re-
port) has been reproduced and is compared with the perfor-
mance of a range of financial variables over stress periods.
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The relative vulnerability index for EMEs is prepared using
a sample of 15 EMES' and based on six indexes: (1) current
account balance as a percentage of gross domestic product
(GDP), (2) gross public debt as a percentage of GDP, (3) an-
nual average inflation in the last three years, (4) the chan-
ge over the last five years in banking lending to the private
sector as a percentage of GDP, (5) the relationship between
total external debt and annual exports, and (6) international
currency reserves as a percentage of GDP. In order to build
the index, the 15 EMESs were ranked by each one of the six
indexes, starting at least vulnerable (ranking of 1) to most
vulnerable (ranking of 15). Then the average ranking of each
EME was calculated to obtain the index score for each EME.
Thus, from the way the index was constructed, the higher
the index score, the higher the vulnerability.

As Charts 46 and 47 illustrate, the emerging economies
which are relatively more vulnerable according to the index
experienced more intense depreciations and larger rises in
their sovereign debt yields. Two conclusions can be drawn
from this: () although the EMEs will continue to be exposed
to future variations in risk perception, (2) the more vulnera-
ble EMEs will continue to show less resilience against exter-
nal shocks. Therefore, reducing economic vulnerabilities is
important if economies are to be more resilient to external
shocks.

Chart 46
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Mexico has a good position in the index, with a score of 817,
the second of the Latin American EMESs, just one point below
Chile, the best positioned economy in this region. This posi-
tion is possible thanks to the permanent efforts being made
to maintain macroeconomic stability, improve the economy’s
structural conditions and reduce vulnerability to external
shocks. These endeavours, which have been underway for
many years, include inflation control, total public debt limi-
tation, reduction of external indebtedness and the accumu-
lation of international reserves. In consequence, Mexicos
degree of vulnerability is now lower and our country better
positioned than in the past to absorb external shocks and
limit volatility in the financial markets.

Nevertheless, Mexico is still a long way behind the emerging
Asian economies, which are by far the best positioned accor-
ding to the index, which the financial markets have confir-
med, insofar as that their movements were more moderate
during the recent bouts of financial stress. That is why the
long-term changes in which our country is immersed, with
the agenda of reforms already approved or on the way to
being approved, are so important. These structural changes
will not only increase the economy’s growth potential, they
will also reduce economic vulnerabilities, allowing Mexico to
gain a relatively stronger position, enabling it to allay inves-
tor nerves when high volatility events occur on the financial
markets in the future.

Chart 47
Increase in 10Y yields and emerging economies
vulnerability index
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! Brazil, China, Chile, Colombia, Indonesia, India, South Korea, Malaysia, Mexico, Philippines, Russia, South Africa, Taiwan, Thailand and Turkey.
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Nevertheless, Mexico is still a long way behind the emerging
Asian economies, which are by far the best positioned accor-
ding to the index, which the financial markets have confir-
med, insofar as that their movements were more moderate
during the recent bouts of financial stress. That is why the
long-term changes in which our country is immersed, with
the agenda of reforms already approved or on the way to
being approved, are so important. These structural changes
will not only increase the economy’s growth potential, they
will also reduce economic vulnerabilities, allowing Mexico to
gain a relatively stronger position, enabling it to allay inves-
tor nerves when high volatility events occur on the financial
markets in the future.
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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.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets Act 2000
(Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities. In particular,
this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii) those with expertise regarding
investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section 49(1) of Order 2001 to whom
the contents hereof can be legally revealed.

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 Bancomer and the rest of BBVA Group who are not members of FINRA (Financial Industry Regulatory Authority), are not subject to the rules of disclosure
for these members.

“BBVA Bancomer, BBVA and its subsidiaries, among which is BBVA Global Markets Research, are subject to the Corporate Policy Group in the field of BBVA
Securities Markets. In each jurisdiction in which BBVA is active in the Securities Markets, the policy is complemented by an Internal Code of Conduct
which complements the policy and guidelines in conjunction with other established guidelines to prevent and avoid conflicts of interest with respect to
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