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1. Summary

Upward revision for growth in Mexico in a global scenario that improves
atthebeginning of 2012, but atthesametimefacessignificantdownward
risks due to Europe

The first quarter of 2012 will confirm the heterogeneity of growth among the different economic
areas, a behavior that will be maintained in 2012 and 2013. In the early months of 2012 the previous
perspectives for improvement in global activity after a final quarter downward of 2011. Probably world
growth for the first quarter of 2012 will surpass that of the previous quarter supported by the improve-
ment in Asia, especially China, and in Latin America. The United States temporarily experienced a slow-
down in growth in the period and the euro area will confirm entering into a recession for a second
consecutive quarter with a drop in GDP. To summarize, a situation consistent with some perspectives of
BBVA Research for 2012 and 2013 in which the emerging economies will expand their growth differential
with that of the developed economies. This will also occur between the US. and the area of the euro as
a consequence of the financial tensions in Europe, which will abate only gradually, despite the fact that
decisive measures will be taken to alleviate the situation. In short, it is estimated that world growth will be
36% in 2012 and 40% in 2013, with some emerging economies contributing with four fifths of the total.
The risks of this scenario are downward, conditioned by the evolution of the crisis of access to financing
in some countries in the euro area.

Mexico’s growth will continue above 3.5% for the third consecutive year, supported by inflation
anchored at low levels and favorable financing conditions. In this global environment, the Mexican
economy, after 39% growth in 2011, could grow 3.7% in 2012, a slightly higher growth rate than that
foreseen three months ago in this same publication. In this sense, the information received in the early
months of the year, in particular as regards the labor market and inflation, with sustained growth in for-
mal employment and lower price growth than expected, supposes support for households’ disposable
income. This, together with credit supply capable of attending the requirements of solvent demand
without restrictions and under favorable conditions, especially by the banking system, indicates a posi-
tive environment for the growth of households and companies spending. At the same time, exports
and corporate investment continue to benefit from demand in the U.S.and the gain in competitiveness
of the Mexican economy.
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The outlook for 2013 will depend, in the external sense, on the performance of the US. economy, for
which growth perspectives are 2.3%, very similar to those of 2012 (2.2%), but with an important degree
of uncertainty with a downward bias. This is due to doubts on the impact on activity of a budget con-
solidation that could occur at the beginning of next year, either due to higher taxes already approved,
which would come into force in 2013, or due to an agreement between the Executive and the Legislative
branches to exchange these automatic adjustments with other measures. Similar to this process, which
will be associated in the United States with the Presidential elections, in Mexico there is uncertainty re-
garding the behavior of public demand, affected by the ensuing change in the six-year administration
cycle. In any case, this impact should be transitory and despite this, monetary and budgetary policies
should remain anchored, directed toward monetary and financial stability: not favorable to imbalances
in inflation, the current account or deficit, or the public debt.

The external environment continues to be the main source of uncertainty for Mexico, and in par-
ticular the impact of the financing crisis in the area of the euro, against which Mexico has significant
maneuvering margins. The maneuvering margin that the Mexican authorities have in facing potential
external occurrences that could lead to a deterioration of activity and/or an upward impact on inflation
is considerable. From the standpoint of monetary policy, we believe that in the base scenario, the next
movement of the funding rate, from the current 45%, will be upward, toward the middle of 2013, to
end next year above 5%. However, a cut could be feasible, to around 4.0%, a level consistent with a real
short-term rate close to zero, if potential downward risks are seen for activity in an environment that
lowers interest rates in view of the uncertainty regarding global growth. A movement of this type could
coincide with the implementation of interventions in the foreign-exchange market, purchasing pesos
in accordance with the rules set by the Foreign Exchange Commission. The reserves accumulated and
the availability of the Flexible Credit Line (FCL) with the International Monetary Fund (IMF) make it pos-
sible to face global volatility thanks to a budgetary policy that guarantees, given the annual objective of
a budget balance, the non-accumulation of liabilities beyond that of the amounts budgeted each year.

A second source of global uncertainty is the rise in oil prices, which Mexico faces from a relatively
favorable position. The rise in oil prices in the early months of the year has resulted in an almost 15%
increase in the previous perspectives for the year, fundamentally as a result of demand sustained by
some margins of an increase in supply and well-adjusted stocks, in addition to geopolitical risk due to
the tensions with Iran. In this scenario of price increases, the negative impact of revenue for Mexico due
to lower external demand will be more than compensated by the positive price effect due to greater oil
revenues, at least in the short term. After a few quarters, and in case the tensions should continue, the
most important route of contagion would be fundamentally that derived from lower external demand
from the US. From a domestic standpoint, higher budget revenue obtained due to the rise in oil prices
is distributed among public expenditures, provision to stability funds and subsidies to fuel products.

In accordance with BBVA Research analysis, in the next ten years, Mexico will be one of the lead-
ing economies in contribution to world growth (Eagles: Emerging and Growth Leading Economies,
www.bbvaeagles.com), above the average of Germany, Canada, France, Italy, Japan and the United
Kingdom, the most developed countries outside the US. Mexico, in terms of its size and growth per-
spectives fits easily into the group of Eagles, so that it is not at risk of losing its position among the most
important economies in the world. In any case, it would consolidate its position and advance within the
group of Eagles if the well-diagnosed reforms aimed at eliminating the bottleneck of low productivity
are implemented. This is especially necessary if some perspectives are considered according to which
the Asian economies will be the main contributors to the growth of global GDP, with 60% of the total,
almost six times more than the growth from the US. and Canada, Mexico's main clients. The window
of opportunity of increasing economic interchange with Asia cannot be ignored and more so, when
considering that the pattern of Mexican foreign trade is not, contrary to that of the large countries of
Latin America, based on raw materials. Mexico specializes in manufacturing, something that supposes a
lower dependence on less manageable natural factors, and a growing complementary nature with the
type of imports of that geographic area. It is true that this potential advantage can only be effective with
a greater trade opening of Asia in general and of China in particular, something that Mexico has much
to teach the world in these times in terms of its non-protectionist or interventionist policy on trade and
financial flows.
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This exporting specialization assumes strong competition for Mexico from countries such as China
in the U.S., which has been reflected in the growing penetration of products of Chinese origin at the
expense of, among others, lower increases or drops in the share of goods of Mexican origin. This is
change as of two or three years ago, thanks to a relative improvement in Mexico's competitiveness
which it appears will remain in the scenario during a prolonged period of time. In the first place, due
to an appreciation of the Yuan in terms of the Mexican peso, and in the second place, a faster increase
in labor costs in China, both of which are factors that give greater value to the absolute advantages of

Mexico's proximity to the destination market and strong foreign direct investment rates, especially in
some sectors.

Graph 3
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2. Global recovery, but risks reignite

Global economic activity will gradually recover, with wider growth
differentials across the main areas. But the risks to growth are tilted to
the downside

After a gradual deceleration during 2011, especially in the last quarter, the global economy is starting
to show signs of increased dynamism. Global growth in 2012Q1 is expected to have been higher than
in Q4, given stronger growth in Asia ex China (including Japan) and Latin America and sustained -but
modest- dynamism in the US. We estimate that global growth will continue increasing and surpass 1%
quarter-on-quarter at the end of 2012 (06% in 2011Q4). This recovery will also be quite heterogeneous,
increasing the divergence in growth rates between the main economic areas. The increase in growth in
2012 will be more evident in Asia, given the rebound from natural disasters in Thailand and Japan (affect-
ing regional supply chains) and the partial turnaround of policy tightening measures implemented until
mid-2011. Also, growth in Latin America is likely to pick up, as Brazilian growth rates increase on the back
of easier monetary policy and Mexico maintains growth over 35% helped by US demand, improved
competitiveness and supportive funding conditions. On the other hand, the US will continue sustaining
guarterly growth rates of around 06% in 2012 and 2013, significantly lower than in previous recoveries.
Still, this will be better than a basically stagnant activity in the euro-area in 2012, dragged in peripheral
countries by aggressive fiscal consolidation and persistently high financial stress, after tensions eased
temporarily in the first quarter.

Therefore, emerging economies will recover their growth differential vis-a-vis developed economies,
of around 4 percentage points, for the whole of 2012 and 2013. In turn, Europe and the US also will con-
tinue to increase their growth gaps in the next two years, even as we expect European authorities to
continue taking decisive actions which will slowly lower financial tensions.

All in all, our growth projections are not very different from those of our previous Global Economic
Outlook (published in February). We expect global growth of 36% in 2012 and 4% in 2013, with emerg-
ing economies contributing around 80% of that increase in global activity (Graph 5). But, as mentioned
before, this scenario is conditioned on the evolution of the crisis in Europe, and thus risks to these pro-
jections are still strongly tilted to the downside.

In this context, monetary policies in advanced economies will continue to be very accommodative
for an extended period, fulfilling the role of bridging the slump in activity towards the medium and
long-term. However, the effectiveness of further intervention (conventional or not) is decreasing, while at
the same time the costs increase -including the risk of reduced central bank independence and the col-
lateral damage from unconventional measures-. Thus, it is time for other policymakers and institutions
in the US and Europe to decisively take up part of the burden of reviving growth from central banks,
implementing economic and institutional reforms and managing fiscal risks. While these measures take
effect, central banks should continue supporting an adeguate functioning of the monetary transmission
mechanism.

Easy monetary policies in advanced economies will mean favourable financing conditions in emerg-
ing countries. Here central banks will have to weigh the pressure from capital inflows and an uncertain
external demand against inflationary risks (in part from oil prices) and strong domestic demand. The
difference in inflation projections in Asia and Latin America -declining in the former but stable in the
latter- will condition a different outlook for monetary policies. We expect the easing cycle to have ended
in much of emerging Asia (except, notably, in China and India), and a cautious tightening bias in most of
Latin America, except in Brazil.
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There have been some advances towards the solution to the European
crisis, but crucial steps are still to be taken. Europe needs a clear
roadmap to end the crisis

In the last months, there have been some advances towards the solution to the European crisis, but
there are still many important pending issues. First, Greek sovereign debt held by the private sector
was restructured, although substantial doubts about its long-run sustainability persist, including an
unclear majority from recent elections, reform fatigue and a possible deeper recession than projected.
Second, the European Stabilization Mechanism (ESM) was provided with a fresh lending capacity of
500bn EUR (on top of 200bn already committed by the EFSF). However, that has not been enough to
quell market anxiety, given its falling short of Spain and Italy’s financing needs for the next 3 years and
the presumption that ESM loans would be senior to existing private bondholders, thus seriously impair-
ing its catalytic effect on further financing from the private sector. Further, it was not clear to what extent
the increase in IMF resources by 430bn USD (approximately 330 bn EUR) could be targeted to Europe-
an countries. Third, the fiscal compact was sanctioned (pending national approval), committing govern-
ments to structural deficits not bigger than 05% of GDP. This is a significant change towards controlling
member’s budgets, but the allowance for deviations to the rule under “exceptional circumstances” may
depict it as not strong enough to justify a more forceful action by hardliners at the ECB of core countries
in Europe. In addition, there have been no advances towards a fiscal union or Eurobonds. All in all, a
clear roadmap to where Europe is heading continues to be missing.

Graph 6
Graph 5 European sovereign risk premium
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A new flare-up of the European crisis is still the main global risk

Undoubtedly, one of the most important actions in the last four months was the provision of long-
term liquidity by the ECB. This allowed, at least until March, a significant reduction in liquidity risk in Eu-
ropean banks, a timid opening of wholesale funding markets and a compression of sovereign spreads
in peripheral countries (Chart 6). But these positive effects proved temporary, as markets (i) detected
some complacency on the part of policymakers as risk premia decreased in the first quarter of 2012,
and (i they both doubted the ability of many peripheral countries to reach their fiscal targets and feared
the fallout on growth of actually achieving them. Thus, since March, risk premiums increased rapidly in
ltaly and Spain, in the latter to levels similar to the high tensions reached back in November (Chart 6).
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The short-lived effect of the long-term liquidity injections and the conundrum between fiscal consolida-
tion and restoring growth highlight two conclusions. First, ECB actions can only bridge the short-run
while the underlying economic and institutional problems are tackled. This means that talk of exit
strategies for the ECB should not come too soon, but it also implies that economic reforms should
be pushed forward, at the same time as demand is rebalanced within the Euro zone, with core coun-
tries stimulating it. Second, it is imperative to reconsider fiscal consolidation paths in a coordinated
way (to avoid introducing special cases that would be difficult to understand), targeting structural
deficits -consistent with the spirit of the fiscal compact- in a more gradual trajectory. In exchange for
more gradualism, member states must produce explicit, comprehensive, detailed and multi-annual
consolidation plans. This way, sound public finances could be achieved without big damage to short-
term growth. At the same time, this will allow to reap the benefits of long-term structural reforms that
are being implemented in peripheral countries.

In this context, we still see a new flare-up of the European crisis as the main risk, with potentially very
negative consequences for global growth. Increased tensions can come about from reform fatigue in
peripheral countries coupled with bailout fatigue in core countries, in the context of electoral processes
-and a referendum- in many European countries: a key state in Germany , Ireland and the Netherlands
are holding them in the first half of this year, after elections in France, Greece and another German state
were held on May 6.

Current oil prices will have only a moderate impact on global growth.
However, a big oil price spike constitutes a significant risk to growth

A second threat to the global economy is a further increase in oil prices. The recent spike at the be-
ginning of 2012 can be traced back in part to tightening fundamentals (demand and supply) but also
to an increase in the geopolitical risk premium to around 10-15 USD per barrel, given tensions around
Iran and very reduced market buffers (oil inventories and producer’s spare capacity, see Box 2). In our
baseline scenario, we consider prices around 120 USD per barrel of Brent oil for much of 2012, around
20% higher than in our February forecasts. In our view, this will only have a moderate negative impact
on global growth, as central banks in advanced countries will view this as a temporary shock and their
weak cyclical positions will prevent them from tightening monetary policy, one of the traditional chan-
nels of transmission to lower growth. Nevertheless, should the conflict in the Gulf escalates, there could
be a very large spike in oil prices, and even if central banks still do not react, growth could be damaged
through the associated increase in global risk aversion. We consider that the probability of an escalation
in the Gulf is relatively reduced, but it is a scenario that would have a significant impact on global growth
should it materialize.
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3. Mexico, a better outlook for 2012 activity,
anchored inflation and favorable financing
perspectives

We reviewed upward the growth forecast for Mexico in 2012, from 3.3%
t0 3.7%

In the first quarter of 2012, economic activity will have shown an expansion rate similar to that seen
in the last quarter of 2011. We estimate that GDP in the early months of the year will have expanded at
a rate of 05%' a figure that we will confirm next May 17th. All told, we increased our growth forecast for
2012 from 3.3%, which was estimated three months ago, to 3.7% now, which we consider is viable, given
the expected dynamics of the foreign sector and of domestic support of demand.

A lower expansion rate of the indicators linked to external demand and a sustained increase in that
of services. Even though at the beginning of the quarter, the indicators available pointed to a quarterly
expansion rate of GDP close to 10%, the information that was disclosed indicated moderation relative
to the indicators more closely related to external demand. It is thus that total exports grew at an annual
rate of 95% in the first two months of the year (at an average annual rate), below the 11.2% expansion of
the last quarter of 2011. Manufacturing exports directed to the US, our main trading partner, are those
that have slowed down to a greater extent, until they registered annual growth of 3.0% on average vs.
129% yr/yr of the exports directed to the rest of the world. The lower expansion rate of sales abroad of
goods has been reflected in the industrial production and, particularly, in manufacturing, with growth
moderations from 34% on average in the last quarter of 2011 to 2.8% in the first two months of 2012.
Other indicators of external demand of the Mexican economy such as revenues from remittances and
tourism have maintained or increased their growth in the first months of this year. Revenues from
tourism in the last quarter of 2011 were growing 34% 21pp less than what was registered in the first
guarter of 2012. In the case of revenue from remittances, these maintained an expansion rate on the
order of 70% in both periods.

The indicators on domestic spending are growing faster at the beginning of 2012. The indicators
more related to internal demand such as retail sales and the income from the services sector (without
trade) have shown higher annual growth rates In this beginning of the year than in the previous quarter,
while in industrial activities less exposed to the foreign sector, performance has been more diverse,
while some activities such as professional scientific and technical services, have grown at rates close
to an annual 20% in the early months of the year (159% in the last quarter of 2011). Others such as
educational services have decreased their expansion rates markedly (from 54% to an annual 3.8% in
January and February of this year). Retail sales expanded an annual 4.2% in the first two months of the
year and 31% in the fourth quarter of 2011.

On the other hand, an important variable for the improvement of productivity, such as gross fixed inves-
tment, has accelerated its growth rate, since even though there are still no data of the total investment
indicator, imports of capital goods, a variable highly related to investment, have expanded at a rate of
14.2% (annual average) higher than the 10.2% of the last quarter of 2011,

! Estimate of the MICA-BBVA for the quarterly GDP variation through May 2nd, 2012. The MICA BBVA is structured based on the contemporary
spending indicators, expectations and financial activity. This instrument can provide expectations of the quarterly changes of GDP as timely as the
arrival of new data, whichin the case of the financial data, is daily.
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Graph 8
Graph7 GDP growth estimate in 1stQ12
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[t should be mentioned that the presence of one additional day in the month of February of 2012, becau-
seitis a leap year, implied an adjustment in the seasonally-adjusted data and the labor calendar of said
month, which, as per the experience of previous years, and the equality in all of the rest, it has to have
an exit effect upward in the March? data, which will be made known in coming dates.

The assumptions point to the continuity of growth in 2012. The most timely indicators of the evolu-
tion of the economy, producer and consumer confidence, are consistent with the continuity of the
expectations of both groups. Producer confidence maintained marginal growth in the first quarter
of the year, a result of the drops in the sub-indexes of the production, plant, use or expected demand,
while those linked to the right moment for investment improved, or the perception of the present and
the future of the company and the economy in general.. As regards consumer confidence, it increased
slightly in the 1stQ12 thanks to the improvement of the perception of the present and future situation of
the home and the country., at the same time that the possibility of the consumption of durable goods,
an important signal for the consumer, moderated its growth in these early months of 2012.

Graph 9 Graph 10
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* Compared up to the month of February with the same period of the
year before

2 Taking as a reference the GIEA corrected calendar data provided by the INEGI, the leap year correction implies on average an adjustment downward
close to 3% among the data of adjusted level of calendar effect and the originals.
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Household spending, expense growth supported by disposable income, particularly in the formal
market and dependent on favorable financing. Employment in the formal sector and wages in real
terms also in the formal sector continued to expand at an annual rate of 44% and 04 %, respectively.
similar to that observed in the last quarter of last year. Employment in the formal private sector repre-
sents approximately 30% of the total Mexican economy, which in 4Q11 grew at an annual rate of 5.5%.
However, the breakdpwm of employment by levels of minimum wage continues to be biased toward
the lowest levels: 45% of employees perceive up to two minimum wages, while less than 10% perceive
more than five minimum salaries. The percentage of those employed in the informal market continues
with levels close to 30% of the total, while other indicators of the labor market, such as the unemployed
or the under-employed or those under critical conditions of employment3 also show resistance to rea-
ching the levels prior to the recession of 2009 These structural characteristics of the labor market con-
tinue to be a limiting factor to the sustained expansion of household income and domestic spending.

At the same time, financing conditions continue to be favorable as reflected with credit to the private
sector that continues to show important expansion rates in this first quarter of the year. Credit to com-
panies and consumer credit grew 76% and 19.5% yr/yr, respectively, over the registries of the last quarter
of 201, by 10.2% and 19.2% pp, respectively.

Graph 1 Graph 12
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Inflation: without demand pressure, the most volatile prices indicate a
surprise downward and reduce the inflation outlook for 2012

After ending the year 2011 on an up trend, the most volatile product prices surprise and reduce
inflation expectations. .Since last October, inflation experienced an intense rally boosting it up to an
annual 405% in January of this year. This rally was influenced mainly by non-core factors like the mar-
ked increases in the prices of livestock and energy products, in particular electricity and domestic gas
rates and the slight rise In the price of agricultural products. In addition, in the interior of the non-core
component of inflation, the prices of processed food maintained annual inflation persistently above
7%, while the rest of the merchandises underwent a slight rise in their inflation due to the depreciation
of the peso?

Had the trends described been maintained, headline inflation would have stood above 4% during
some months in mid-2012. However, as of the month of February, inflation began to show a surprising
downward trend, thanks to non-core factors.

3 Employment is considered to be in critical conditions when those working are doing so less than 35 hours a week due to market factors, and those
who work over 35 hours a week with a monthly income lower than the minimum wage, and those who work over 48 hours a week and earn up to
two minimum wages.
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In core inflation, the divergent behavior between the prices of merchandises and services is main-
tained. Since January 2011 core inflation has fluctuated between 3.4% and 312% yr/yr (the minimum rea-
ched in May 2011), the result of the price reduction in services (34% in December 2010, 19% In Novem-
ber 2011) which compensated the higher inflation of merchandises (3.8% in December 2010, the highest
at 4.8% last February). The divergent behaviors between the prices of merchandises and services are
mainly due to the fact that the former were affected by the price rises in raw materials and to a lower
extent on the depreciation of the peso, while the latter have responded to the ample availability of the
productive factors of the economy, of which the product gap is still negative.

Graph 14
Graph 13 Inflation: processed foods and international
Inflation and its components prices of corn and wheat in pesos
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The prices of processed foods at the rate of grain prices. The prices of processed foods have been
the most rallying component of core inflation since February 2011, due to the high prices registered
by basic grains such as corn and wheat on the international markets (maximum annual growths in
pesos: 103% and 56%. respectively in May 2011). This situation worsened due to shocks in domestic
supply, first as a result of the frost spells in the north of the country, and later due to drought. Even
so, inflation in the prices of foods went from an annual 44% in December 2010 to a high of 75% in
October 2011. Last March, a reduction in annual inflation was finally observed, which we consider
will continue in the coming months, given the drop in the prices of corn and wheat. However, this
moderation in inflation of food products will not be as fast as the price increases were, because of
the decline in supply due to the drought.

The prices of non-food merchandises, with a very limited impact of import costs. For their part,
the “prices of the rest of the merchandises have rallied in recent months, affected by the deprecia-
tion of the peso since August of last year of an annual 8.4% on average since then. However, inflation
of these products has remained below 3% since January 2011, reaching their minimum of the period
last October (1.9% yr/yr). Since then, inflation of the rest of the merchandises has rallied and reached
2.8% last March. We believe that the prices of the rest of the merchandises, even though they have
been affected by the exchange rate the same as services, also respond to the looseness in the eco-
nomy, which generates a counterbalance to the increases that producers could realize, in facing
higher costs of Imported goods.
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Graph 16

Graph 15 Share in monthly inflation of fruits and
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The low inflation in services, the result of the lack of pressure from demand. The prices of services
have remained with inflation below 25% yr/yr since April 2011, a performance that is due to the fact that
its three components:-housing, education and other services- mainly respond to the growth rate of de-
mand, which, although positive, is not sufficiently intense so that the available resources (financial, labor,
and of the productive plant) are not sufficient to attend to it without price tensions.. Also some specific
services have had an outstanding downward performance. This is the case of cellular telephony which
shows a cumulative drop in its prices of 201% in an environment of greater competition. In the scenario
foreseen, the prices of the services should remain with very limited change over a prolonged period
of time, even although permanent lower rates do not seem to be permanently reasonable either. The
downward rigidity of the costs and the slow reduction of the margin of the resources available should
more than compensate the additional earnings due to increased competition.

The inflation outlook evolves according to its most volatile component. Due to the stability prevailing
in core inflation in the short term, the non-core products will be the main contributors to changes in
the inflation outlook. The non-core component consists of the products and services that have more
intense changes since they respond to supply conditions that can change suddenly (agricultural and
some energy products) or that the determination of these prices is alien to market mechanisms (tariffs
set by the public administration).

Graph 17 Graph 18
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Especially due to the diverse favorable shocks experienced throughout the year by non-core inflation,
we reviewed our outlook for inflation downward, from an annual average of 4% to an average of 3.7%.
We consider that the pressure from grain prices in the world will continue to moderate, thanks to an im-
provement in their availability, Also, we estimate that the current price rise in oil is transitory and will tend
to drop in the coming months, provided that geopolitical tensions in the Middle East do not worsen.
With this, the prices of processed foods, livestock products and electricity rates will contribute to slow
down consumer prices. Also reviewed very slightly downward is core inflation (from the expected 35%
in January to 3.3%). We believe that in addition to the better outlook for the prices of processed foods,
in our base scenario, the exchange rate, in the absence of a rise in the global aversion to risk, it should
appreciate slowly. The looseness of the resources in the economy to attend to increases in demand
will be maintained, even though it will be closing little by little until a tensioning of monetary policy is
considered convenient.

The balance of inflationary risks is in equilibrium, since we have as possible downward factors the reduc-
tion in grain prices, stability and the potential appreciation of the peso and unrestraint in the economy as
possible downward factors, we cannot discard as rallying factors a reversion of the downward trend of the
prices of fruits and vegetables, the possibility that there will be new increases in oil prices or that a rise in
the aversion to risk could lead to a significant depreciation of the peso.

Banxico (Mexico’s central bank), monetary pause. Next movement
upward

The minutes of the central bank’s monetary policy meeting of March 16 reflected an intense debate on
the convenience of a cutback in the funding rate. The monetary policy rate in Mexico has remained un-
changed since July 2009. Nevertheless, very few announcements of monetary policy had aroused such
expectations as that of last April 27th. This expectation was generated based on the minutes of the ,mone-
tary policy meeting of March 16th, which showed an intense debate among the members of the central
bank’s Board pf Governors regarding the convenience of reducing the funding rate. In particular, those
members in agreement with a cutback alluded to the favorable outlook for inflation, as well as for the good
functioning of the nominal system of the Mexican economy to affirm that in the measure that the growth
outlook was maintained and inflation continued to converge with the long-term target, it would be advi-
sable to reduce the funding rate. On the contrary, those opposing argued that lowering the funding rate
without having achieved convergence with the inflation target and expectations of 3% could be perceived
as failure with regard to the commitment with the objective of price stability and ultimately increase the
cost in terms of the rate to achieve convergence. In short, the matter of the role of the credibility of mone-
tary policy in obtaining price stability stood at the center of the debate. For those members in favor of the
cutback. the credibility achieved through the years by the central bank constitutes an asset that ultimately
provides a maneuvering margin, while for those members against its use under these circumstances can
suppose an ultimate cost. Another debate of significant relevance among some of the members of the
Board of Governors is that they should consider additional variables beyond the exclusive obtainment of
annual growth of the NCPI of 3% in the determination of the fulfillment of the Banxico mandate!

The intense debate of the minutes, added to inflation in March and in the first two weeks of April, which
did not meet expectations caused the market to discount a cutback of 25 bp at the April 27 meeting.
Consequently, the government bonds curve dropped 10bp on average in an environment of aversion to
global risk derived from renewed fears of the debt crisis in Europe. Despite this, the yield to maturity of the
10-year government bond reached a quotation below the 6% figure, not seen since the end of January of
this year. It should be pointed out that even when the market indicators discounted a cutback, there were
few analysts who changed their outlook of a monetary pause for the meeting at the end of April.

The communiqué of April 27 had a less accommodating tone than the March meeting minutes. Finally,
last April 27, Banxico kept the funding rate unchanged at 45%. The tone of the announcement was slightly
more neutral, although it made clear that an improvement in the financial markets would increase the pos-

' See page 20 of the document of the Banco de México “Minuta nimero 10", of March 30th. Available on the Internet at www.banxicogob.mx
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sibilities of a cutback. Of this recent episode of uncertainty surrounding the central bank’s decision some
conclusions can be deduced:

First: the Banxico communication with the public is a process that is still found at its construction
phase. Based on the publication of the last minutes, the public has at hand greater information regarding
the decision-making of monetary policy, which seeks to immediately incorporate the price of the assets.
This incorporation process of the information supposes a learning period regarding the manner of issuing
and interpreting the various messages that are provided through the different communication means of
the central bank. Thus, the recent episodes in the markets that anticipate a different result than that of the
Banxico decision are part of this learning process, and not necessarily signs of deficient communication.

Second: the tone of the most recent announcement denotes caution in face of an uncertain economic
environment In its most recent communigué, Banxico did not modify its balance of inflation risk, even
when the data on price growth in March and in the first two weeks in April were lower than expected. This
could indicate that Banxico pondered in its decision the fact that the recent drop in inflation is mainly due
to the non-core component, in addition to the fact that core inflation has remained for a prolonged period
at around 3.3% and the inflation expectations have remained anchored at around 35%. All of this, in an
international environment characterized by the rise in tensions surrounding the austerity measures taken
in the euro zone.

Third, the debate regarding the cutback in the funding rate will be maintained in the next minutes.
It should be recalled than since July 2011 the minutes have shown the intent of some members of the
central bank’s Board of Governors to reduce the funding rate, even though it was in the most recent mi-
nutes when these showed clearer intents. This does not necessarily indicate an immediate cutback of the
monetary policy rate. Moreover, it would have to be considered that the minutes are information comple-
menting the announcement by which in general a rate cutback not preceded by an announcement in the
same sense would be unusual.

Finally, it should be taken into account that the debate does not deal with generating stimuli to economic
activity per se, but with the efficiency of the monetary policy. That is, on the possibility of reaching con-
vergence with the objective of long-term inflation with a lower interest rate. In addition, it should not be
forgotten that uncertainty remains regarding the consequences in terms of credibility of a cutback in an
environment with inflation of over 3%.

Currently, the BBVA Research scenario indicates GDP growth for2012 of 37% and inflation of 36% on
average for the rest of this year. Thus, based on the conclusions mentioned and our scenario for growth
and inflation, we maintain our outlook of a monetary pause through June 2013. Nevertheless, we consider
that there is a greater possibility of a cutback than of a rise in the rate, given that the risks on activity and
inflation are biased downward, more so in the case of activity than on inflation.

Graph 19 Graph 20
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Financial markets at the rhythm of inflation, monetary policy and
global risk

In recent months the interest rates of the government debt were unlinked from the global risk res-
ponding to events of Inflation and the expectation of monetary rate

As of the last week in March, global uncertainty increased due to deterioration of the financing crisis
in Europe. The close relationship with the exchange rate of the peso led to a depreciation of over 30%
between the 4th and the 16th of April. Nevertheless, the interest rates on Mexican government bonds
did not increase; on the contrary, they were reduced in the same period in face of a lower inflation, bet-
ter than expected by the market in March and April. In addition, the market perceived a tone of greater
monetary relaxation, resulting from the minutes on the meeting on monetary policy and the decision
published on March 30th.

Graph 22
Graph 21 Global risk and the 10-year bond yield rate
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The drop in inflation in March had an impact on the total yield curve. The downward surprises of infla-
tion, in addition to reducing the risk premium on inflation, reinforced the outlook of a possible cutback in
the funding rate for the central bank meeting of April 27th. This can be observed in the atypical drop from
the April 9 government bond yield with a 10-year maturity, the date on which the first inflation surprise was
registered after the minutes of the Banxico monetary policy meeting were known. In face of the two-week
inflation surprise (ie. observed- expected) of -004 percentage points, a 12 basis-point drop was observed
in the yield of the 10-year bond, even when the comparable yield of the US. Treasury bond dropped only
one basis point. From 2003 to date, when considering the behavior of the 10-year bond vield rates, it can
be observed that the above-mentioned drop has occurred in only 9% of the cases when inflation surprises
and changes in the yields of the Treasury bonds are combined, as either the same or higher than those
registered on the day in question.

Another factor that contributed temporarily and to a lower extent to a reduction in the Mexican yield
rates in the months of March and April was the drop in interest rates on U.S. government bonds.

Most of the inflation surprises have reduced the bond vield rates to a greater extent in the medium
and the long part of the curve.? Nevertheless, the surprise of lower inflation in the first two weeks of
April was not accompanied by a drop in the rates in the long part, but only in the short part, which
seems to suggest that the market was already quoting to a certain extent a possible reduction in the
monetary policy rate and lower inflation in the future.

2 Empirical studies show that inflation is one of the most relevant determining factors of the level and the slope (i.e. the long-term yield compared to
the short-term part) of the curve of government debt and which in general affects the long part more than the short part of the curve both in the
case of Mexico and that of the U,S. For further details see Economic Watch of BBVA Research of February 9th, 2012 “Growth, inflation, monetary rate,
and interest rate curve: impact on both sides”.
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Graph 23

Inflation surprise and differences in the
daily yield of the 10-year bond after the
announcement of inflation (bp)
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Graph 24
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Source; BBVA Research. Note, the sample only considers the days in
which the inflation surprise was higher or equal to -004 and the change
in the yield of the Treasury bond was higher than -2 basis points

Finally, the central bank did not cut back the funding rate at one day in the April 27 meeting, and as a
result they stopped quoting a possible reduction in the leading rate and suffered a considerable increa-
se. For example, the 3-year bond increased close to 20 basis points on the day of the announcement of

the monetary policy decision.

Given the outlook of BBVA Research on moderate inflation and growth, and an unchanged monetary
policy rate this year, slow growth is expected in the yield rate of medium- and long-term maturity sove-
reign debt. Thus, for example, the yield of the 10-year bond could remain at around 6.5% at the end of
2012. In case a quick drop in the funding rate were to be seen in an environment of lower inflation or of
more moderate activity, the yield on the bond would be approximately 15 bp. lower than that indicated.
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During the greater part of the period from February to date, the peso/dollar exchange rate has remained
in an interval of between 125 and 130 pesos per dollar, after which, in the first two months of this year, an
appreciation on the order of 8% was registered. Similar to previous episodes, during the month of April the
increase in global aversion to risk brought with it a peso depreciation that took the parity to touch levels
of over P$13.2 per dollar. In particular, the publication of data that are below expectations for employment
and industrial production of the US, as well as the deterioration of the economic situation in Europe are
among the factors that contribute to the depreciation of the peso. Added to this, market expectations of a
cutback in the funding rate as a result of the minutes of the monetary policy meeting of March 16th also
had an effect on the peso.

The performance of the entry of foreign flows to Mexico is coherent with the lateral evolution of the
exchange rate. As opposed to the first two months of the year, during the month of March and a good
part of April, bond holdings by foreigners moderated their increases. As per central bank data, after the
first two months of the year, the increase in holdings by foreigners stood at around US$9 billion, a figure
only surpassed in the 4th quarter of 2010 and the first quarter of 2011; in March and April the change
in foreign holdingd barely surpassed US$2.25 billion, a figure slightly higher than the average registered
since January 2010. All in all, the continuity of the entry of foreign flows in government instruments is
noteworthy, a sign of the certainty of Mexicos domestic budget policy.

In the medium term, the outlook for growth and inflation in Mexico and the U.S. is consistent with a trend
of the pesos appreciation against the dollar. As per the BBVA Research scenario for growth in 2012,
Mexico has been reviewed upward, from 3.3% to 3.7% and inflation has surprised downward, which will
lead to closing the year at around 35%. Thus, to the extent that global uncertainty dissipates, the eco-
nomic fundamentals indicate that the exchange rate could appreciate to approach its long-term level
toward the end of the year, which is estimated at around P$12.5 per dollar.
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3 This was due to the fact that althouugh various factors intervene in foreign exchange movements, last Friday, April 27th, when the central bank
kept the funding rate unchanged in an environment without economic data of great importance, the exchange rate registered an appreciation of

16% that took it once again to below 13 pesos per dollar.
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Inset 1: Inflation in Mexico with a high probability of maintaining its path toward convergence with

the central bank target

Inflation expectations, in particular those pertaining to
12-month projections, have been persistent in recent years.
Although in recent months these expectations have been
slightly higher than the inflation level eventually seen, only
three years ago, those levels rose moderately despite a re-
bound in inflation that reached a 6.5% annual rate in Decem-
ber of 2008. These divergences are the result of various
factors with a highly volatile behavior, which are difficult to
foresee 12 months in advance, added to the intrinsic difficulty
of modeling the intensity with which the shocks considered
will be transferred to prices. Among these are the variation in
the international prices of raw materials, subject to climate or
geopolitical factors, changes in taxes or intense fluctuation in
the exchange rate, among others.

The performance of such expectations suggest that the
market’s outlook for inflation maintains an important de-
gree of uncertainty. With the aim of quantifying the uncer-
tainty on price variations, the probability of occurence of dif-
ferent inflation ranges is estimated. That is, the uncertainty
is curtailed in relation to the behavior of the determining
factors of prices. These determining factors are identified
in the inflation model shown in Observatorio Econdmico:
“La inflacion, al ritmo de la holgura de factores productivos™
(Inflation at the rate of ease of the productive factors”). In
this analysis, the conclusion is that there does not seem to
have been a recent structural change in the process of price
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determination. Rather, the exceptional performance under
factors such as demand pressures is what is behind the
moderate inflation rates. Once the important determining
factors in the process of price formation for consumption
in Mexico are identified, an ordered Probit type model is es-
timated. That is, a model of qualitative options that assigns
a probabllity that the dependent variable-inflation-will fall
within a given range, in this case, the following: from 0.00%
to 3.20%, from 3.21% to 349%, from 350% to 399%, from
400% to 449%, from 450 to 499%, from 500% to 600%
and from 6.01% and on. The estimate of the probabilities is
based on the economic scenario of BBVA Research.? The re-
sults suggest that inflation will be contained between 3.0%
and 40%, with a probability of 80% and 90% in 2012 and
2013, respectively. It is estimated that inflation at the end of
2012 will be between 35% and 4.0%, with a 60% probability,
and at the end of 2013, it will be between 3.0% and 3.5%, with
a very similar probability, although with a 30% downward
bias that it will be between 35% and 4.0%. This as a result
of core inflation between 3.2% and 35%, with a probability
of around 70%. In the case of core inflation, the bias is bal-
anced, with a 14% probability that it will be above 35% and
below 3.2%. The probability that inflation will be close to 3%
(between 2.9% and 3.2%) at the end of 2012 and 2013 is of
2% and 20%, respectively, although with a greater probabil-
ity of a higher rather than a lower result.
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2 It is considered that the prices of raw materials will be more moderate. In the case of Mexico, the price of corn is especially relevant due to its weight in the basket of con-
sumption and the moderation is at levels of US$600 per bushel, (from US$640 previously in February). The rest of the economic scenario is as follows: GDP growth of 3.7%
and 30% in 2012 and 2013, respectively, which will be transferred to wages. Transportation prices maintain a similar behavior to the average observed in the years 2009-2010,
and the exchange rate shows a slight appreciaiton of the peso to reach a level of 12.5 pesos per dollar in December of 2013, while 12-month inflation expectations remain at the

present level.
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Given the economic scenario of BBVA Research, the possible
effects on inflation of the errors in prevision generated by
volatile factors can also be visualized through a fan-shaped
graph. The esimtate is done based on the same determining
factors than those of the Probit model and show that infla-
tion should trend toward a moderate reduction, maintaining
levels between 3% and 4% during 2013. This last result, add-
ed to the increased probability of expected inflation between
30% and 35% in December of 2013 suggests that inflation
should trend toward a convergence with the central bank’s
inflation target (3%+/-1%) in the event of maintaining moder-

Graph 31
Probability of core inflation ranges for December 2012
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ate growth, a slight reduction in the price of raw materials,
an appreciation of the peso in the peso/dollar exchange rate
toward the level considered as long-term and stable inflation
expectations. These behaviors are consistent with stability in
fiscal and monetary policy and more so in an uncertain glob-
al environment such as the present one. the results shown
in the fan-shaped graph are consistent with the estimated
probabilities of the Probit model. For example, both cases
assign a probability of over 50% to inflation within a range
between 30% and 40% in December of 2013 and a trend
toward a reduction of inflation over the next year and a half.

Graph 32
Annual inflation, fan-shaped graph (%)

7

N

2007 2008 2009 2010 2011 2012 2013

Source; BBVA Research.

Page 19



BBVA | researce

Economic Outlook Mexico
Second quarter 2012

Inset 2: Mexico, favored by increases in oil prices that do not constrain demand from its trading

partners

At the beginning of 2012, the price of Brent crude oil rose
to over US$ 120 a barrel, levels not seen since the first quar-
ter of 2008. This time the increase has resulted from the
combination of sustained demand with supply marked by
a limited margin of response and uncertainty derived from
the embargo on Iranian oil production by some countries.
This embargo is the result of geopolitical tensions that, if not
resolved, could involve strong restrictions on the supply of
crude oil. While it is true that these tensions have decreased,

Graph 33
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An increase in the price of oil is beneficial for Mexico as
long as it is not a constraint on the growth of its trading
partners

Considering that Mexico is a net exporter of oil products,
higher oil prices should have a positive effect in terms of
export earnings, budget revenue, and economic activity, at
least in the short term. Indeed, public finances obtain addi-
tional resources that are transferred in a regulated manner
to public spending, to finance the Oil Revenue Stabilization
Fund (FEIP for its Spanish initials), and to cover the cost of
increased fuel subsidies, which grows with the rise in their
benchmark prices, given the continuation of the gradual
fixed programmed increases in the real price! Government
regulated fuel prices limit the downward impact on the dis-

foreseeably until after the US. elections, a prolonged period
of negotiations and uncertainty is anticipated, at least for an
additional six months.

This situation has led to revised forecasts for oil prices from
an estimated average for 2012 of US$ 98.2 per barrel (Brent)
projected in December, to the current US$ 12160 per barrel.
The analysis of the possible implications of this change for
the Mexican economy is described below.

Graph 34

Impact on growth of Mexican GDP of a 10% increase
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posable income of households and companies and the up-
ward impact on inflation.

In order to quantitatively approximate the impact of a price
increase or a restriction on oil supply, we estimated a vec-
tor auto-regression model (VAR) that takes into consider-
ation the relations between the US. and Mexican GDP, in-
flation, and the monetary policy rate of the two countries,
global financial risk, and the price and amount of global oil
production. The results show that the reason why oil prices
are rising is a factor. If rising oil prices are caused by a re-
striction of supply this has a downside effect on economic
activity while if it is a result of increased demand it can have
an upside effect in the short term.

Surplus revenue is earmarked primarily to offset the increase in spending in relation to the budget and to attend to natural disasters when the resources budgeted for such
purposes turn out to be insufficient. Subsequently, additional resources are distributed among the Oil Revenue Stabilization Fund, the states, and infrastructure investment in

PEMEX.
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Nevertheless, despite the improvement in Mexican GDP in
the short term, it is estimated that in the medium term, the
effect of less demand from the United States will become
a dominant trend and therefore could have a negative im-
pact on the Mexican GDP. The economy of the U.S-Mexi-
co’s largest trading partner- is more exposed to the effect

Graph 35

Impact on annual inflation in Mexico of a 10% increase
in oil prices, without restrictions on the supply side
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The oil revenue that is received is distributed among
public spending, gasoline subsidies, and provision of
public funds

Higher oil prices affect the balance of payments and public
accounts through greater revenue from net oil exports and
higher fiscal revenue. These effects are short term and per-
sist to the extent that the price increases are not as severe
or prolonged so as to affect the growth of Mexican external
demand.

To estimate the effect on the current account and public rev-
enue, an estimate is made of the price of the Mexican crude
oil mix (in relation, in turn, with the price of Brent crude) as-
suming stability in export levels. Based on these consider-
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of fluctuations in oil prices, and therefore the response to
a price increase is a decline in GDP in the short, medium,
and long term.

In the case of inflation, the effect of an increase in oil prices
is bullish, but the ranges of uncertainty in the statistical esti-
mation do not allow for rejecting the absence of an impact.

Graph 36
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ations, it is estimated that if the price of Mexican crude ol
is close to US$ 22 per barrel higher than expected for the
year's average, the additional revenue via an improvement
in the current account will be around 0.5% of GDP while the
effect via higher government revenue will be around 15%
of GDP in 2012. By 2013, both effects will taper off to 0.3
and 01% of GDP in public revenues and the balance of pay-
ments, respectively.

The 15% of GDP corresponding to higher public revenue
does not presume a reduction in the budget deficit to the
same extent, given that the funds are distributed as noted
above. In this case, the distribution of the surplus revenue
would be approximately as follows:
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Chart1
Distribution of additional government revenue from crude oil exports, 2012
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Extraordinary fee: a 131% fee is applied to the difference between the sale price of oil and the budgeted price

Assuming that the IEPS on gasoline is financed by surplus oil revenue
Production of crude oil for 2012 of 2.56 million barrels daily

Estimated average exchange rate of 12.8 pesos per dollar

Source: BBVA Research with Finance Ministry data

In March 2012, the balance of the Qil Revenue Stabilization
Fund was low, less than 0.2% of GDP. Despite the extraordi-
nary revenue resulting from higher than expected oil prices
in 2011 and 2012, this year the fund is expected to reach an
amount only equivalent to about 05% of GDP. Considering
the dependence of public finances on oil revenue, and that
the purpose of the Fund is to accumulate resources for a
possible drop in revenue, both oil and non-oil, it would be
desirable to increase its balance. Other countries that have

Graph 37
Balance of the oil revenue stabilization fund (% of GDP)
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natural resources have established stabilization funds with
the goal that the non-renewable resources contribute to
long-term development; for example, helping to maintain the
stability of public finances, or distributing resources between
generations, and investing a portion of these resources in
projects that enable greater economic diversification and a
better risk performance ratio, given the future depletion of
such natural resources.
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4. Mexico, EAGLES and trade with Asia,
opportunities in perspective

The EAGLES, a group of leading economies in terms of their contribution to world GDP and concen-
trated in Asia. In 2010, BBVA Research created the category of a group of emerging markets known
as EAGLES (‘Emerging and Growth-Leading Economies”) which encompass those countries whose
expected increase in GDP levels over the next 10 years will exceed the average for industrialized econo-
mies excluding the United States (Germany, Canada, France, Italy, Japan, and the United Kingdom).
The concept of the EAGLES is dynamic because it does not involve a fixed group of economies, but its
composition is reviewed annually. This annual review is carried out not only for the economies that are
candidates for joining the EAGLESs, but also in terms of the threshold as of which their entry is consid-
ered. It should be noted that in the latest review this threshold was set at 405 billion dollars. Given that
it is expected that in the next 10 years, Mexico will increase its GDP by more than 500 billion dollars, it
will be part of this group together with Brazil, China, South Korea, India, Indonesia, Russia, Taiwan, and
Turkey. The EAGLES will account for about 50% of global GDP growth and will be located mainly in Asia.

The dominance of Asian countries within the EAGLES is a great challenge and an opportunity for Latin
America as a whole and Mexico in particular. Mexico, with a major trade opening in its economy (the
sum of imports and exports is about 60% of GDP), sells 80% of its exports to the United States, while the
trade structure of other countries of the region' remains more diversified, with greater weight for foreign
trade with Asia. Thus, these countries have posted a sevenfold increase in trade flows with Asia in the
last 10 years, while for Mexico the growth has been 3.2 times.

The structure of Mexican foreign trade is becoming increasingly complementary with China.
Mexico has an export structure, unlike the rest of Latin America, that is completely integrated with
the United States and Canada in the context of the North American Free Trade Agreement (NAFTA),
focused moreover on manufacturing production. Thus, the structure of Mexico’s trade with China is
similar to what the country has with the rest of the world, led by manufactured goods, except for the
greater weight of non-energy commodities (non-fuel and non-food raw materials). The foreign trade
of the other Latin American countries is marked by a much greater weight of commaodities. As shown
in Figure 38, Among the Latin American economies, the Mexican economy has an export and import
structure that has most rapidly increased its complementarity with China’s trade structure, which pro-
vides it with an opportunity for the future development of trade, which currently is at low levels and, in
any case, very much at a deficit for Mexico. Thus, Mexico has a trade deficit with Asia and specifically
with China (a 46.2 billion dollar deficit in 2011. This is the result of the difficulty faced by Mexican prod-
ucts in making China an important destination market, but it can also be attributed to trade linked to
imports from China that adds value to and re-export the products. In this sense, among the main items
that Mexico imported from China in 2011, those with the most weight correspond to semi-finished
products earmarked for Mexican manufactured goods exports such as assembly parts for LCD (flat-
screen) televisions (6% of total imports from China) , modular circuits (3.3% of total), and transmitters
with built-in devices (3.3%).

' Latin America-7: Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela
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Graph 38 Graph 39
Indices of similarities in export and import Index of similarities with China in export
structures of Latin America and China structures
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Source: BBVA Research and COMTRADE

At the same time, the growing similarity of exports from China and Mexico is a challenge in terms of the
competition that this implies in other markets such as the United States, so important for both econo-
mies, given that it is the number one destination for Mexican exports and number two for Chinese over-
seas sales. In 2002, Mexico and China each supplied the United States with about 12% of that country’s
imports of manufactured goods. In the case of Mexico, this percentage share stagnated, while China’s
has doubled. The absolute cost advantages from the Chinese side, amplified by a highly depreciated
exchange rate and China having joined the World Trade Organization are the factors that triggered this
process, which has been undergoing an adjustment in the past three years. The Chinese yuan has been
appreciating against the dollar and even more intensely against the peso, which implies a gain in price
competitiveness for Mexico that is beginning to add value to the absolute advantages of location and
transportation costs between the two countries and the United States.

Graph 40
U.S. imports of manufactured goods
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Mexico, institutional improvements to increase the strength of its foreign trade. Given that the ex-
change rate is not the only relevant variable for increasing competitiveness, Mexico has sought to ex-
pand trade through trade facilitation policies and programs, which include tariff simplification, customs
facilitation, and the strengthening of its institutions. Tariff simplification seeks to boost industry in Mexico
through an aggressive tariff reduction program, which began in 2008 and aims to reduce import duties
on 10000 products corresponding to the industrial sector. This policy seeks to extend the benefits of
already existing sectoral programs in addition to removing incentives for triangular trade and facilitating
the creation of a North American customs union, as tariffs on these products will be brought into line
with U.S. import duties within five years, thus encouraging industrial investment and employment.

The main purpose of customs facilitation is to reduce both the time and transaction costs involved in im-
porting and exporting goods to and from Mexico. This will be done by establishing a one-stop window
for foreign trade procedures, which through the use of the Internet will make foreign trade paperwork
procedures for the import, export, and transfer of goods more agile, increasing transparency, facilitating
tax collection, and strengthening security in customs paperwork and transactions. It is expected that the
implementation of this one-stop window could occur later this year.

Finally, to fine-tune the institutional framework, the Foreign Trade Commission (COCEX) was established.
It is a multi-institutional body comprised of various public sector ministries and institutions (Department
of the Economy (SE for Secretaria de Economia), Finance Ministry (SHCP), Foreign Relations Ministry
(SRE), Department of Agriculture (SAGARPA), Department of the Environment and Natural Resources
(SEMARNAT), Banco de México (the central bank), and the Federal Commission on Competition (CFC),
which aims to provide order and continuity in the regulation of foreign trade. With this in mind, a legal
reguirement was established that in order to apply any tariff or trade regulation, the COCEX’s opinion
must be obtained.

Graph 42 Graph 43
Foreign trade with Asia Nominal and real exchange rate
(millions of dollars China and Mexico
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5. Indicators and forecasts

Chart 2
Macroeconomic forecasts: Gross Domestic Product
(YoY growth rate) 2009 2010 20m 2012 2013
United States 35 3.0 17 23 2.2
EMU -4.2 1.9 1.5 -0.2 0.9
Germany -5.1 36 31 0.7 16
France 26 14 17 0.5 11
Italy -51 1.8 05 -1.5 01
Spain 37 -01 07 13 0.6
UK 44 21 0.7 0.5 14
Latin America * -06 6.6 45 38 41
Mexico -6.1 54 39 37 3.0
EAGLES ** 40 84 6.7 5.8 6.4
Turkey -4.9 9.2 85 27 5.6
Asia Pacific 4.2 81 57 57 6.1
China 9.2 104 9.2 8.3 87
Asia (exc. China) 1.0 6.6 34 41 4.4
World -0.6 51 39 36 4.0

* Argentina, Brazil, Chile, Colombia, Peru, Venezuela

** Brazil, China, Egypt, India, Indonesia, Korea, Mexico, Russia, Taiwan, Turkey
Forecast closing date: April 30, 2012

Source: BBVA Research

Chart 3
Macroeconomic forecasts: inflation (Avg.)
(YoY growth rate) 2009 2010 201 2012 2013
United States -04 1.6 31 25 2.2
EMU 03 16 27 24 15
Germany 0.2 11 23 20 15
France 01 1.5 21 2.2 1.6
Italy 0.8 15 28 31 19
Spain -0.3 18 32 19 07
UK 22 33 45 3.0 19
Latin America * 6.9 9.0 100 93 10.0
Mexico 53 42 34 39 36
EAGLES ** 2.8 53 63 4.8 46
Turkey 63 86 6.7 9.6 71
Asia Pacific 03 36 48 35 35
China -0.8 33 54 35 3.8
Asia (exc. China) 11 37 43 34 3.2
World 22 35 51 44 40

* Argentina, Brazil, Chile, Colombia, Peru, Venezuela

** Brazil, China, Egypt, India, Indonesia, Korea, Mexico, Russia, Taiwan, Turkey
Forecast closing date: April 30, 2012

Source: BBVA Research
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Chart 4
United States indicators and forecasts

2010 2011 2012 2013 Q1 2Q1 3Q11 4Qn 1Q12 2Q12 3Q12 4Qi12

Macroeconomic Indicators

GDP (real % change) 3.0 17 23 2.2 22 16 1.5 16 21 24 25 24
Personal consumption (real % change) 20 2.2 2.2 2.0 2.8 22 20 16 19 2.2 23 23
Gov. consumption (real % change) 07 =21 -1.5 04 -11 2.2 24 2.8 221 -1.8 1.7 -0.6
Gross fixed investment (real % change) 179 4.8 8.2 6.0 74 29 1.0 81 87 8.6 97 6.0
Construction' -4.3 14 9.9 5.9 29 -6.8 13 35 8.8 9.6 1.2 9.8
Industrial prod. (real annual % change) 54 41 41 33 54 36 33 4.0 43 4.6 4.0 36
Current account balance (% of GDP) 33 33 -3.0 -3.3 3.3 33 29 3.3 3.0 -3.0 -3.0 31
Final annual inflation 15 3.0 28 2.2 27 36 3.9 30 27 25 2.2 28
Average annual inflation 1.6 3.2 25 2.2 21 34 3.8 33 2.8 24 23 26

Primary fiscal balance? (% of GDP) -8.9 -8.7 -76 -5.0 -87 76

Update: May 13, 2012
Source: BBVA Research

Chart5
Mexico indicators and forecasts

2010 20m 2012 2013 1Qn 20n 3Qmn 4Q1 1Q12 2Q12 3Q12 4Q12
Economic Activity

GDP (seasonally-adjusted series)

Real annual % change 55 39 37 3.0 39 39 44 37 39 38 34 3.6

Per inhabitant (US dollars) 9582 10515 10,998 12,191 10538.8 11,0501 10,7295 98432 10,5487 10,8717 11,144.5 11,4458

US$ billions 1,035 1144 1,206 1,346 11468 12024 11675 10711 11564 1191.8 1,221.7 1,254.8
Inflation (average, %)

Headline 4.2 34 37 35 35 33 34 35 39 35 36 36

Core 39 32 33 34 32 32 3.2 33 33 33 34 33

Financial Markets (eop, %)

Interest rates

Bank funding 450 450 4.50 5.50 450 450 450 450 45 45 45 4.5

28-day Cetes 43 43 4.4 5.5 43 44 42 43 43 4.4 44 44

28-day TIE 49 48 49 5.9 48 49 4.8 48 4.8 7.8 4.8 49

10-year Bond (%, average) 6.9 6.8 6.4 7.0 75 70 6.4 6.3 6.1 6.4 6.4 6.6
Exchange rate (average)

Pesos per dollar 126 124 12.8 12.2 121 1n7 123 13.6 129 129 12.8 12.6
Public Finances

*FRPS (% of GDP) 35 -3.0 -3.0 2.8 - - - 3.0 - - - -3.0
External Sector?

Trade balance (US$ billions) 3.0 16 -91 -15.4 15 14 3.8 -0.7 0.2 -0.5 -4.3 -4.6

Current account (US$ billions) 31 -8.8 -15.7 -191 -01 1.8 34 35 17 3.7 -41 -6.2

Current account (% of GDP) -03 -0.8 13 14 0.0 -0.6 1.2 13 -0.6 -1.2 -1.3 -1.9

Oil (Mexican mix, dpb, eop) 721 1001 891 92.6 93.0 105.6 101.2 100.8 94.6 86.4 86.4 891
Employment

Formal Private (@annual % change) 37 43 3.6 29 49 4.2 4.2 41 4.0 38 34 33

Open Unemployment Rate
(% active pop.) 54 5.2 51 4.8 5.2 55 53 5.0 5.0 51 51 5.2

Continues on next page
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Mexico indicators and forecasts
2010 2011 2012 2013 1Q11 2Q1 3Q11 4Q1 1Q12 2Q12 3Q12 4Q12

Aggregate Demand “ (ann. % chge., seasonally-adjusted)

Total 9.0 47 4.2 4.3 5.2 46 5.0 40 3.9 35 4.3 5.2
Domestic Demand 5.2 49 3.6 34 55 50 51 4.2 36 35 33 3.8
Consumption 438 40 31 27 46 37 41 38 35 35 27 28
Private 53 46 34 238 51 45 46 41 3.8 3.9 27 3.0
Public 21 06 1.6 20 12 14 07 19 1.9 1.0 2.2 1.3
Investment 6.4 83 51 5.9 9.0 97 87 59 3.6 37 5.7 73
Private 6.4 121 47 44 145 174 103 6.7 25 1.9 45 101
Public 6.6 1.8 6.3 10.6 5.2 94 40 38 Al 9.5 9.4 -0.2
External Demand 217 6.8 5.6 6.5 16 87 44 30 1.6 27 75 10.8
Imports 206 6.8 5.9 8.0 9.3 6.8 65 49 37 28 6.8 101
GDP by sectors (ann. % chge., seasonally-adjusted)
Primary 28 -04 25 1.9 26 5.8 70 -01 -15 26 6.8 1.8
Secondary 61 39 3.6 3.0 47 42 35 31 3.8 3.9 3.2 34
Mining 11 2.3 1.3 17 2.7 2.0 34 1.0 0.8 1.5 1.5 1.6
Electricity 101 54 35 34 9.9 75 30 18 34 35 36 35
Construction 0.0 438 3.8 4.0 5.8 38 5.2 45 4.0 4.8 36 28
Manufacturing 9.9 51 41 3.0 61 54 53 36 4.5 4.3 35 41
Tertiary 5.6 42 37 29 42 37 47 42 43 3.8 33 34
Retail 137 77 4.9 34 84 84 81 59 5.7 4.8 44 4.8
Transportation, mail and warehouse 76 35 31 29 34 33 40 33 2.8 29 3.0 38
Massive media information 17 6.6 81 6.5 51 6.0 8.0 73 8.0 8.3 81 79
Financial and insurance 12.3 4.8 6.2 5.4 46 04 75 6.7 70 74 5.2 5.2
Real-estate and rent 19 21 17 14 1.8 19 21 27 20 1.9 1.6 1.5
Prof, scientific and technical servs. -11 5.8 36 25 37 70 54 70 6.3 4.2 21 17
Company and corporate management 49 5.8 3.3 4.6 4.2 73 44 7.2 3.2 2.6 3.0 4.3
Business support services 1.5 42 41 34 35 46 46 43 41 4.2 4.2 4.0
Education 0.2 15 22 20 0.0 09 28 25 1.9 20 23 23
Health and social security 0.7 1.7 2.2 14 11 2.8 29 -0.1 3.0 2.7 18 15
Cultural and sport 59 6.6 4.8 37 76 73 61 55 5.7 5.9 4.0 3.8
Temporary stay 3.2 26 3.0 21 0.6 25 31 43 3.8 35 3.0 1.8
Other services, except government activities 07 40 33 23 29 45 4.2 43 3.2 34 34 33
Government activities 26 -0.8 0.8 11 01 -51 -07 27 35 0.5 -0.3 -0.5

1: Residential investment

2: Fiscal balance (% GDP)

3: Accumulated, last 12 months

4: Base 1993=100; GDP by sector base 2003=100. The observed data of the primary sector, secondary and tertiary seasonally by INEGI, the rest own seasonal adjustment
dpb: dollars per barrel

*FRPS: Financial Requirements of the Public Sector

na: not available

Note: Bold figures are forecast

Source: BBVA Research with Federal Reserve, Bureau of Labor Statistics, Banco de Mexico, INEGI and SHCP data

Page 28



BBVA | researc
Second quarter 2012

Servicio de Estudios Economicos
del Grupo BBVA

DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A.
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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
recommendations issued by analysts among which is the separation of areas. Corporate Policy is available at: www.bbva.com / Corporate Governance /
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