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1. Global outlook: slowdown with risks
tilted to the downside

The outlook is heavily dependent on the resolution of the European debt crisis

The outlook for the global economy has worsened over the past few months, driven mainly

by four factors whose influence is still being felt. First, lower than expected economic growth
mainly, but not only, in developed economies. Although US growth increased in the third quarter,
economic activity in Europe, which had held up in the first quarter, is now on a clear deceleration
path. Second, the sovereign debt crisis in Europe has intensified and has become more systemic.
While decisions announced in the October summit go in the right direction, key elements are still
unresolved, especially regarding the firepower of mechanisms for providing sovereign liguidity-
-a leveraged European Financial Stability Fund (EFSF), the restructuring of Greek debt held by
private investors, and a roadmap for advancing European governance towards a fiscal union.
Third, the feedback between sovereign concerns and the health of the European financial system
has intensified, with financial tensions exceeding the levels reached after the collapse of Lehman
Brothers in October 2008 (Chart 1. Finally, higher global risk aversion has resulted in increased
financial market volatility, spilling over to emerging market assets for the first time since 2009.

In this context, we revise downward our global growth forecasts by O.3pp in 2011 and 2012,
relative to our previous Global Economic Outlook, mostly due to lower expected growth in
advanced economies (US and Europe, compensated in part by Japan), although emerging
markets will also grow slightly less than previously anticipated. Thus, the global economy would
grow by 39% in 2011 and 41% in 2012, supported by still-solid growth in emerging economies
against lackluster performance in advanced countries (Chart 2).

While these are still reasonably strong growth rates, risks are strongly tilted to the downside, hinging
in the short term on the evolution of the sovereign-financial crisis in Europe. In particular, a quick
reduction of financial stress in Europe is needed to avoid a sharp impact on growth both in Europe
and in other regions through financial exposures and spillovers from global risk aversion.
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Europe takes steps in the right direction, but leaves key elements unresolved

In our view, there were five main points that needed to be successfully addressed in the October
EU summits: (i) tackling the sustainability of Greek debt; (i) erecting sovereign firewalls in the
EMU; (iii) pushing for further reforms in peripheral countries; (iv) strengthening the banking
sector; and (v) advancing euro area governance. In this regard, the recent summits have taken
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important steps in the right direction, but have not yet addressed most of these points definitively.
First, private bondholders of Greek debt are asked to take a voluntary haircut of 50% -much
higher than agreed in July- but doubts still linger about participation in the exchange and about
the solvency of Greece, even with full participation. Second, the EFSF will be leveraged as an
insurance mechanism and complemented with outside investors (including possibly the IMP),
but it is unlikely that the specifics of the functioning of the EFSF will be in place before December.
Many weeks will pass to ascertain its effectiveness, and hence the ECB will still be needed as a
buyer-of-last-resort for sovereign debt, against the reticence of core European countries. Third,
while it is welcome that more economic reforms are now on the agenda (notably in Italy),

the recapitalization of the banking sector is being done inefficiently, posing risks of a sudden
deleveraging of European banks. Also, a long-term liquidity provision mechanism is not in place
yet. Finally, while there have been some advances in European governance, there is no clear
roadmap to a fiscal union or Eurobonds, which in our view a key to a more credible monetary
union in the long run.

As we have emphasized in the past, partial solutions may help prevent a further escalation of
financial tensions, but not to reduce them to more sustainable levels. As such, the agreements
reached so far still leave doubts about whether the necessary structure to prevent contagion
from a Greek debt restructuring is in place. This would require a sufficiently large EFSF with the
ECB as debt-buyer-of-last-resort and recapitalized banks with access to financing. Without these
elements in place, markets will continue to discount the sustainability of reforms in Greece and
appetite for further bailouts in core countries, increasing the probability of a downside scenario of
a credit crunch and a recession in Europe, with global spillovers'.

Some improvements in US growth in Q3, but structural weaknesses remain

More on the positive side, growth in the US seems to have accelerated in the third quarter, at least
according to preliminary estimates. This is not saying much -growth in the first two quarters was
very low and the output gap is still very high. But it appears to have reduced market expectations
of a double dip. Nevertheless, structural weakness remain in the US economy, as consumer

and business confidence continue to be weak along with prospects of further housing market
adjustments. This would imply lower resilience in the face of a possible shock from Europe. In
addition, political deadlock could impede a “grand bargain” to (i) prevent an unintended fiscal
contraction in the short run and (i) push reforms towards a credible fiscal consolidation in the
long run.

Emerging economies are on track for a soft landing, but with external
headwinds

Emerging economies continue growing strongly, supported by the resilience of domestic demand.
Still high commodity prices for Latin America and export growth in Asia -despite strong corrections
in both cases- also contribute to a strong growth outlook, which is on track for a much-awaited soft
landing after concerns of overheating seen earlier in the year. Renewed turmoil in Europe and the US
already represent strong headwinds from financial markets in both regions -reflected in increased
market volatility, depreciated exchange rates and reduced capital inflows. However, many countries
also enjoy sizable buffers -stronger public finances and better macroeconomic management than

in the past- and are well positioned to introduce policy stimulus to counter weaker external demand.
Overall, a more negative external environment has switched the focus in emerging countries from
overheating to downside risks and, increasingly, the possible need for policy support.

1: See “Channels of global contagion in the event of a disorderly default in Europe”, Box 1in the July 2011 Global Economic Outlook for an
outline of the channels of transmission and global impact of a disorderly default in Europe.
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2. The Panamanian economy remains
strong

Panama continues to grow strongly, but the risks of overheating increase
the economy'’s vulnerability to an external shock

After posting growth of 76% in 2010, the economy has remained strong in 2011. In the second
quarter of 2011 GDP was up 114% y/y (see Chart 3), better than expected and above the figure

for the previous quarter (93% y/y). Even so, we expect growth to moderate in the second half

of the year, with public works activity less strong and a slowdown in activities related to the
external sector. This is particularly true in the fourth quarter, when the effects of slower growth in
developed countries, above all Europe and the United States, but also some emerging economies,
will have a bigger impact. Despite this, we estimate an annual growth of 91% in 2011 and 6.7%

in 2012, although with significant downside risks in the coming year, depending on how the
international situation develops.

The strong economy is being reflected in positive indicators of economic activity. Among them is
a significant reduction in the unemployment rate, which fell by 2 percentage points to 4.5% over
the last 12 months, close to its neutral level. This has had an effect on the significant increase in
household and corporate income, as well as government revenues. At the same time, inflation has
increased to 61%, well above the historical average for the economy (2.0%), boosted by pressure
from costs and demand factors. Higher inflation will affect the competitiveness of some tradable
sectors in the economy and contribute to sluggish growth in these activities.

The environment of high inflation and strong economic growth is also having an effect on the
buoyant credit situation, with ample liquidity in the financial sector as a result of the easy external
monetary conditions. Interest rates have fallen to historically low levels and stimulated household
and corporate indebtedness. This is reflected in an annual growth of the credit portfolio of 154%,
with significant rises in the commercial segment (25.2% per year) - albeit with a low basis of
comparison - and in the consumer and mortgage portfolio, at annual rates of 7.0% and 9.0%,
respectively.

The strength of domestic demand has also generated a steep increase in the current account
deficit. In addition to these pressures, there is the boost provided by buoyant public investment,
which in the short term is increasing the risks of overheating, although at the same time it is
helping to strengthen potential medium and long-term growth.

Domestic demand continues to lead growth together with a strong expansion
in exports of services

The annual growth of 10.3% in the first half of 2011 is the result of a combination of factors. These
include the strong growth in public investment, both in the expansion of the Panama Canal and
other infrastructure works. As a result, the construction sector has headed economic growth, with
an annual rate of 174% (Chart 4). Consumption has also performed outstandingly well, as reflected
in buoyant retail trade and hotel and restaurant sectors. Another factor has been recovery in
global trade, particularly in the first half of the year, as reflected in the strength of freight transport
and exports from the Coldn Free Trade Zone.
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Chart 3 Chart4
Quarterly GDP (y/y, %) GDP by sectors 1511 (y/y, %)
14 Construction
12 Mining and quarrying
Transport and communications
10 Real estate
8 Retail Trade
Financial intermediation
6 Hotels and restaurants
4 Social services
Utilities
2 Manufacturing
0 Agriculture
SRR Other
9283989 eRIAL -« 0 5 10 15 20
Source: INEC and BBVA Research Source: INEC and BBVA Research

In this situation, the transport and telecommunications sector has increased its importance in the
economy and will continue to be the main engine of economic growth in Panama. The recent
strength of this sector reflects the progress made in logistics, which has boosted competitiveness
and enabled increased global demand to be met. Much of this boom is focused on the Panama
Canal. The volume of freight passing through the Canal was up 81% YTD (to September), while
income increased 20.5%, reflecting toll increases over the year. Work on expanding the Canal

has run on schedule, and the project is expected to be complete in 2014. In addition, the Canal
Authority (ACP) is investing on additional updates and logistics apart from the expansion. This will
improve the Canal's efficiency and capacity and increase its potential as a source of growth and
competitiveness.

At the same time, the infrastructure investment plan proposed by the government is progressing
in the construction of megaprojects. Among the most important is the expansion of the northern
part of Tocumen airport, after which work on the southern part will begin. In addition, in May

201 construction began on the first phase of the metro of the City of Panama. The project is

due to be completed in 2014 and is one of the most important objectives of President Martinelli's
government. Overall, the boost from public investment is expected to continue to support growth
over the coming quarters, given the works already underway and the government’s proven
capacity for project execution.

Finally, tourism, particularly originating in North and South America, has received a significant boost
from the upturn in global activity and from incentives to the sector within the country, which has
attracted more foreign direct investment. This has been reflected in a growth of 125% in the number
of tourists so far this year, with a comparable growth (around 14%) in spending by foreign visitors.
The result can be seen in the strength of retail trade and the hotel and restaurant sector.

Chart 5

Panama Canal: Chart6
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In 2012 and 2013 we expect the economy to slow to its potential growth rate

The recent slowdown in economic activity, particularly in developed countries, together with the
dynamics of the domestic economy, lead us to be cautious with respect to economic growth

in Panama in 2012 and 2013. The engines of the economy, including the Canal, port activity and
tourism, will be affected by the slowdown in global economic activity and trade. This will reduce
growth, as exports represent the most important component of GDP, at 76%. In addition, the
project to extend the Panama Canal and the government’s infrastructure investments will continue
to support growth, although at rates somewhat below those of recent years.

For these reasons, we expect Panama to experience a slowdown in 2012, from the high average
growth rates of the last two years. Specifically, we estimate that growth will be at around 6.7%

in 2012 and 61% in 2013. These rates are more sustainable over time and close to economy’'s
estimated potential growth rate.

Although growth will continue to be robust, the risks in the forecasts have a downside bias,
which depend on a possible deterioration in the sovereign debt and financial crisis in Europe and
contagion to the United States and emerging economies, with the resulting impact on the local
economy (see Section 5).

3. Boost to long-term growth

The impact of the current investments will be reflected in future potential growth

Although a healthy balance of domestic demand has to be maintained in the short term, the
authorities have given priority to the need to reduce the infrastructure gap and expand the
economy’s potential GDP. Panama has thus entered a cycle of positive investment made up

of three components: the expansion of the Canal; major flows of foreign direct investment;

and the ambitious public investment plan. These will be translated into significant progress in
infrastructure which will be passed on in improved competitiveness. The rating agencies have
recognized this positive investment cycle and improved Panama’s sovereign debt ratings and
prospects after the investment grade obtained in 2010. In particular, Fitch upgraded Panama to
BBB (stable prospects) from BBB-, which was followed by upgrades in the sovereign credit watch
by Standard & Poor’s (BBB-, positive) and Moody's (Baa3, positive).

The strong performance of foreign direct investment has been associated with a favorable
perception of the investment climate in the country and the prospects of solid economic growth.
In 2010 FDI was an impressive USD 2,363 million (Chart 6), around 9% of GDP. This contributes to
the high total rate of investment in the economy, which stood at 24.6% of GDP in the same year.
The strength of FDI is a positive sign in terms of the scope of the government’s policy to promote
investment. The policy has been reflected in the entry of a significant number of multinationals
over the last year. At the same time, investment flows towards leading sectors such as financial
intermediation, transport and retail trade continue on a positive trend.

One subject of discussion at the economic policy level is the potential of the mining sector to drive
growth over the coming years. Despite optimism, there is a high level of uncertainty regarding

the true growth potential of this sector. In addition, there is the fact that the attempt to open up
mining activity to foreign operations has once more been delayed due to strong opposition to the
mining bill that aims to make the process viable. At the same time, the authorities have suggested
that once the megaprojects are on course, economic policy will shift towards infrastructure for the
provision of basic services, such as water and sewage works in extremely backward parts of the
country. This would provide a considerable support to growth in the medium term.

Panama continues to make progress in expanding its markets: significant
approval of the trade agreement with the United States

The Trade Promotion Agreement (TPA) with the United States, Panama'’s main export market
and its biggest supplier of imported goods, has been signed and approved. The United States
represents a major source of FDI, with an average of USD 423.2 million of investment in Panama
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over the last five years, according to OECD figures. Historically, Panama has maintained a trade
surplus in services with the United States, which is the main user of the Panama Canal.

Among the benefits of the treaty for Panama is the expected reduction in the cost of raw
materials and capital goods for exporting companies, as well as lower retail prices. At the same
time, it will bolster the guarantees offered by the country to improve and increase the reception
of FDI. The costs will be borne by the uncompetitive productive or industrial sectors, which will
have to implement strategies to improve their productivity and thus face the new challenges in
international trade.

In general, the government has brought forward a series of strategies to strengthen trading and
economic relations with other countries. Among these is the conclusion of 12 double taxation
treaties by which Panama was technically able to exit the OECD gray list and improve its image
as a more transparent country in tax and fiscal terms, and thus a better environment for business.
The agenda continues to be positive in this field, with new projects underway, such as the
company insolvency law and improvements in the regulation of the insurance sector, which will
bring Panama up to the standard of international practices in these areas. In our opinion, these
efforts will help maintain foreign investment strong over the coming years.

4. Challenges in dealing with strong growth

Strong growth is obscuring tradable sectors of the economy that remainina
slump

The significant expansion in aggregate demand is reflected in high inflation and the loss of
competitiveness of some tradable sectors in the economy. Agriculture and the manufacturing
sector are most affected, as they have still not been able to emerge from the slump they have
been in for some years. In particular, exports of most agricultural goods have fallen in annual
terms so far this year, with sales of the main products down 3.3% YTD (August). The sector has
only grown 26% in the first half of 2011 (Chart 7). Meanwhile, industrial growth has been only
3.2% yly. Apart from meat and sugar production, very few sectors are showing any strength. This
situation is leading to concern, given the importance of these sectors for job creation and the
capacity of local producers to meet the new challenges in the wake of the signing of the free
trade agreement with the United States, among other trade agreements.

Chart 8
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Persistent inflationary pressures

Inflation has increased significantly over the year to 61% in September (Chart 9). This high rate of
inflation responds in part to more expensive imported products and demand-side pressures.

Regarding agricultural commodities, these have not been unaffected by the situation of
international markets. Since September, there has been a correction in the prices of the main
products although with some support from recent increased imports of agricultural products
by China. In any event, the correction in the price of grains and other agricultural raw materials
should help stabilize processed food prices over the coming months and into 2012.

At the same time, despite the we ak external environment, the international price of oil has
remained near USD110 (Brent) per barrel, and it has recently hit a post-summer (northern
hemisphere) high. However, the increased supply due to the renewed production in Libya and
the revision of demand resuting from lower global growth prospects should reduce market
pressure on oil, which is reflected in price forecasts for next year.

Demand-side pressures are also pushing inflation up. This is due to the gap between the growth
in domestic demand and GDP, which suggests an excess, which in Panama’s case could in part be
heightened by the strength of public works. Although greater global uncertainty should result in
an endogenous adjustment of private spending, so far there are few signs that this is happening.
This is unlike the situation in 2009-2009, when there was an overreaction on the part of the
private sector, and falls of consumption and investment eliminated excess demand, thus resulting
in a significant reduction in inflation (Chart 9).

To sum up, although we expect growth of imported prices to moderate, excess domestic demand
with respect to GDP will continue to put pressure on inflation and push it to an average of 5.5% in
201 and 50% in 2012.

Chart9 Chart 10
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Public finances under pressure from high investment expenditure

The government of President Martinelli has prepared an ambitious investment plan for the four-
year period. It amounts to a total of USD 14,651 million (some 11% of GDP per year) and implies
significant pressure on the public finances. Investment expenditure in the first half of 2011 was
up 78%. Its share of total expenditure increased, given that growth of current expenditure and
financing costs was well below this figure (9% and 7% respectively).

If this trend continues, the government’s capital expenditure should grow this year to levels close
to 9% of GDP. Although much of this could be financed by increased tax revenues, the rise in
expenditure will push up the fiscal deficit to levels near 2% of GDP in 2011 and 2012 (Chart 11). This
is close to the extended deficit ceilings approved this year by the National Assembly (3.0% in 2011
and 2.0% in 2012). According to the government’s financing plan, the 2012 deficit will be mainly
covered by the issuance of foreign debt. However, the current administration has shown its
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interest in extending domestic finance and supporting the development of domestic markets, so
new issuance at the local level can be expected.

Non-financial public sector income grew by 15.2% y/y in 2011, boosted by the strength

of economic activity and increased efficiency in tax administration. These results will be
complemented by additional measures to reduce tax evasion, which will increase tax receipts
by 06% of GDP in 2012, according to estimates by the tax authorities. In any event, the higher
revenues will not be enough to cover the major expansion of investment expenditure, and this
will continue to put pressure on the fiscal balance.

The public-private association bill is a significant piece of legislation that could reduce this
pressure in the future. The bill, which concluded its passage through the National Assembly this
year, aims to create the necessary institutional support to allow public funds to co-finance major
infrastructure projects and thus reduce the burden on the public finances. The bill also establishes
the process by which institutions in the non-financial public sector will evaluate and implement
the contracts for public infrastructure and the provision of services. Although, in general, we hold
positive views on the reform proposed by the bill, it has faced difficulties in its process of approval,
due to strong opposition by sectors of opinion who see risks in the possibility of basic services
such as health and education being privatized. Because of this, we can expect some modifications
to the initial bill and an additional delay in its implementation.

Chartn Chart 12
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5. Vulnerability to an external shock

A high current-account deficit could endanger the strong growth if an external
shock occurs

The forecast explained above is not without risks, mainly associated with global shocks such as
those described in the first section. In particular, extended turmoil related to sovereign debt and
the financial situation in Europe, which could lead the euro countries and possibly the United
States, into recession, would have a major impact on emerging economies. The Panamanian
economy would not be immune to this. The main mechanism of transmission would be a
slowdown in global trade, which would affect transport of goods through the Panama Canal, with
a significant impact on the activities linked to the Canal, such as port activity and the re-export
from the Colon Free Zone. The flow of goods between Asia and Latin America, which has been

a major boost to growth of activity in the Canal in recent months, would also be affected. In
addition, tax receipts would be hit. This would put pressure on the government to slow expansion
in public infrastructure, as it would be more dependent on obtaining finance abroad at a time
when this finance is more scarce and expensive.
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The slowdown with respect to the base scenario would be accompanied by an endogenous
adjustment of private spending. This would help ease inflationary pressures and moderate the
current account deficit. However, given the strength shown in the crisis of 2008-09, the support
provided by public works, and the experience gained in dealing with the previous crisis, the size
of the shock would not be as great as that experienced in 2009. Thus, vigilance is still needed in
case the endogenous slowdown of expenditure is not sufficient. This is important, as the country
starts from a disadvantageous position with respect to its current account balance (a deficit of
11.0% of GDP in 2010), so it has a significant level of vulnerability to an external shock of these
characteristics.

In fact, in a scenario in which domestic demand continues to grow, although at a slower rate,
while exports deteriorate, pressure on the current-account deficit would be heightened. This is
unlike the situation in 2009 (see Chart 12), when the current account was practically balanced
(-0.2% of GDP) because of the major fall in imports. Financing this deficit would become difficult,
as high global risk aversion would lead to a reduction in FDI inflows. It should be remembered
that in 2009 there was a fall of 19.3% in flows compared with the previous year. This would end
up affecting the economy’s domestic liquidity and result in a sharper adjustment of domestic
demand than that included in the previous scenario. In this context, and with no monetary policy
to moderate the imbalances, the government would be obliged to reconsider its investment
program in order to help moderate the deficit through lower pressure on expenditure. This would
be more expensive in a context of a slowdown in private demand.

o. Tables

Table 1
Macroeconomic forecasts annual

2010 201 2012
GDP (y/y % change) 76 91 67
Fixed investment ne 90 58
Private consumption 244 ns 80
Average inflation (y/y, %) 35 56 50
Open Unemployment (EoP, %) 65 45 42
Fiscal balance (% GDP) 19 20 49
3m-deposit interest rate (average, %) 27 18 20
USD exchange rate 10 10 10
Current account (% GDP) 110 122 109

Source: Comptroller General of the Republic of Panama, Banking Superintendency and BBVA Research
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