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1. Summary

Although Mexico is positively detached from the slowdown in the
global environment, there could be downward risks if economic policy
measures are not implemented in time

Global growth will gain drive only if economic policy measures already taken are implemented in a
timely manner and those pending approval are passed in time. With the weakening of global activity
seen in the early part of 2012, the role of economic policy is perceived as a determining factor for there
to be a slight improvement in growth in 2013 as foreseen in our scenario. We estimate world growth
at around 35% for the 2012-2013 biennieum, but this will only occur if economic policy measures
(@approved and in the process of implementation, those announced but not implemented and, most
uncertain, some decisive measures yet to be taken) arrive in time to avoid a financial accident in
Europel, and there is an automatic fiscal adjustment in the US. in 2013, thereby helping the emerging
economies to recover higher growth rates. In case the economic policies do not achieve their objectives,
the slowdown underway since 2011 would intensify in 2012 and 2013, causing world economic growth
next year to drop to its lowest level in the last 30 years, except for the 2009 recession.

In the outlook for activity in Mexico, with growth at around 3.5% in 2012-2013, the domestic
strengths carry more weight than the uncertainty in the external environment. The quarterly
updating of the global economic scenario has assumed more or less intense reviews among the
countries, although generalized downward, except in the case of the Mexican economy, for which we
maintain last May's perspectives of GDP growth of 37% in 2012 and 3.0% in 2013. In the first place,
the evolution of the current economic situation has been better than expected by BBVA Research in
the first half of 2012, which presumes a positive statistical effect that contributes to offset the brake
on the outlook for the U.S, Mexico's main trading partner. In the second place, and most importantly,
domestic economic support factors remain in confronting a very uncertain external environment. This
is a virtuous cycle of stability that favors the financing of homes and businesses in an environment, of
low and stable inflation rates, and more so with a solid financial system capable of attending solvent
credit demand. And this, first thanks to the drop and later stabilization of inflation and interest rates,
with an independent central bank intent on obtaining price stability and a fiscal policy aimed at a
balanced budget, which finances the deficit in an orthodox manner in the market.
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' The financial accident could take various forms, such as, for example, a lack of demand for sovereign debt issues of some of the peripheral
economies.
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Mexico’s growth is not exempt of downward risks in case of a significant deterioration of growth
in the U.S. With regard to the US. the downward revision of expectations for 2012 will be derived
from now on, both on the disappointing growth registered in the second quarter of 2012, below
expectations and not totally attributable to seasonal factors, and the impact of higher financial
tensions in Europe. Additionally, in the U.S. agreements must be reached and applied in terms of
fiscal consolidation that will prevent the implementation in 2013 of automatic expenditure cuts and
the elijmination of tax exemptions that, such as they are defined, do not imply an improvement in
the long-term sustainability of pubic finances and, foreseeably could lead the U.S. economy toward
a recession in 2013. The elections currently underway in the U.S. would make it difficult to reach
agreements during this electoral process, so it is foreseeable that the importance of fiscal uncertainty
would increase in the following months.

The outlook for Mexican government rates is marked more than by domestic factors such as
inflation or the perspectives of monetary policy, but rather by the abundance of global liquidity,
which favors the entry of capital flows. The outlook for domestic inflation remains anchored at
historically low levels despite the recent rebound of prices due to the supply of food products, without
there being significant demand pressures. In this sense, a breakdown of inflation, due to the incidence
of supply and demand, shows how the exchange rate or the prices of commodities, which are related
to the supply factor,. Important oscillaltions of these also affect price changes. A very stable demand
factor reflects the absence of tensions in the market of factors-labor, credit, installed capacity-to attend
expenditures growth:and maintain economic well-being. As a result, it seems reasonable to believe that
the central bank will continue to advance in its fourth year of monetary pause. Only a scenario of a
rapid and intense deterioration of the risk balance of activity could lead us to expect rate cuts, which
would also be coupled with a relative tensioning of Mexican monetary policy, given the foreseeable
additional guantitative expansion in the US.
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In this situation of domestic stability, the behavior of medium- and long-term rates-at historic lows-is
being guided by the entry of flows from abroad in search of real yields in fiscally strong economies,
amargin of cuts in monetary policy rates, without external imbalances and away from the focal point
of the crisis in the area of the euro, as is the case of the Mexican economy. All in all, as shown in
this publication, the low levels reached by long.term rates in Mexico are consistent with a practically
non-existent liquidity premium, given the credit risk levels. Changes in the perspectives for monetary
policy-upward-an event of systemic risk or a gquantitative expansion that would lead investors
toward a preference for stocks rather than fixed-income investments would be factors that would
lead to a rise in the local rates beyond those consistent with U.S. Treasury bonds and the outlook
for growth and local inflation.
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Brazil and México, changing perspectives and challenges that remain. The two largest Latin
American economies are in a period of a change in outlook in favor of Mexico for the first time in the
last four years, a period in which Brazil has grown significantly more than Mexico. This better relative
position of Brazil, a recent phenomenon since up until the early part of the past decade, both economies
were growing and converging in per capita income with the richest countries, with periods of an
alternating relative advantage between the two countries. Important factors in Brazil's recent growth
have been the strength of domestic demand, intensively supported by financing and the greater
growth of its trading partners. However, both factors are not necessarily of a permanent nature. The
growth of the emerging Asian economies could be interrupted and/or Brazil could be affected by the
continued loss of price competitiveness, in contrast to Mexico, and in addition, the availability of credit
could be less important for growth upon reaching a certain level of indebtedness. Recently, Mexico
has shown growth based on more dynamic financing and improved competitiveness. On the side of
supply, neither the demographic factor nor the investment rate justify an advantage in favor of Brazil;
but rather quite the contrary. And in terms of productivity, it does not seem that there are significant
differences that favor Brazil, and even less so considering its position in the World Bank ranking Doing
Business. To summarize, Brazil and Mexico are two large economies, with good potential for growth
over the next few years, which will depend on their different exposure in the global environment and
on their capacity to adopt reforms that will reduce their vulnerabilities. These include implementing
measures that will lead to the reduction of the informal market in order to improve the main source
of long-term growth of an economy’s productivity.
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2. Global scenario: a slowdown that may
deepen unless decisive economic policy
action is taken

Global growth will improve only if key economic policy measures are
fully implemented in time. Some of them have already been approved
but others are still under consideration

After the deterioration in global economic conditions in the first part of 2012, our current scenario that
still envisages a slight economic rebound in 2013 is very dependent on economic-policy issues. Our
global GDP growth forecast stands at around 35% in 201213, but relies on the assumption that several
policy measures are implemented around the world. Some of them have already been brought into
force but need appropriate implementation; others have been announced but not introduced yet; and,
finally, some key measures still have yet to be passed. Policy measures must avoid a financial mess
in Europe, an automatic fiscal adjustment in the US in 2013, and help reach higher growth rates in
emerging economies. However, if economic policies fail to achieve their goals, the slowdown now in
place since 2011 is likely to intensify in 2012 and 2013. That could leave 2013 global GDP growth at its
slowest pace in 30 years (except for the 2009 recession).

At a summit in June, the eurozone leaders reached agreements in the right direction to reinforce the
currency union: single bank supervision in the euro area, far-reaching plans covering banking and fiscal
issues, and growth-supporting measures. However, financial-aid mechanisms that have been approved
to ensure financial stability in the eurozone (ie, EFSF&ESM) must be used in their full capabilities as
soon as possible to avoid a financial “accident.” This is the only way to make sure that those economies
currently struggling to access financial markets have the chance to implement fiscal-consolidation plans
and structural reforms. This should include the involverment of the ECB.

In the US, there must be an agreement to prevent that automatic spending-cut measures and the
expiration of tax cuts come into force at the beginning of 2013. This “fiscal cliff” would not solve long-
term sustainability of the country’s public finances and, if all measures materialized, they would push the
US economy back into recession in 2013. As the presidential campaign makes any kind of agreement
difficult until the election, the surrounding uncertainty over the outcome of this process is likely to play a
key role in shaping the economic and financial outlook as we move towards the end of the year.
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' The financial “accident” could take various forms, including for example the lack of demand for sovereign-bond issuances of peripheral economies.
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Meanwhile, in emerging economies with room for policy stimulus, measures are needed to prop up
domestic demand so that the effects of the external slowdown are mitigated. Additionally, volatility of
capital inflows could increase due to the ebbs and flows of the eurozone crisis and, on the other hand,
flows related to a new round of quantitative easing the US Fed is likely to embark on.

Failure to dovetail sovereignty transfer with debt mutualization at the
rhythm that markets demand, drags the euro crisis out

The main uncertainty over the current economic scenario is whether the efforts that the eurozone countries
will have to make to reinforce its governance will be preceded by a further deterioration in its financial
situation. If this were the case, we think that it will produce massive interventions from EU mechanisms
to eventually assure the financial stability of the eurozone. The decisions already taken, if implemented
forcefully could suffice but that requires that the measures approved at the end of June are implemented
quickly. Those measures aimed to eliminate the risk emerging from the sovereign-banking feedback loop in
Spain and to stabilize financial markets across the eurozone with the active use of the EFSF and, later on, of
the ESM actively purchasing bonds in the primary and secondary market. Recent policy measures in Spain
to reign in the deficit together with the strongly supportive stance by the President of the ECB are helping
to ease tensions.

All'in all, we have revised downwards our previous forecast (released three months ago) due to continued
financial stress stemming from the euro area crisis and ongoing deterioration in global economic confidence.
This scenario implies a period of stagnation in the eurozone in 2012-13. Despite this revision, in our view, the
balance of risks continues to be tilted to the downside, given the likelihood that approved measures are
introduced too slowly due to domestic-policy considerations in some countries. If that were to happen, then
the risk of a recession in Europe in 2013 would be relevant, specially in countries such as Spain and Italy.

Eurozone countries have to solve the liquidity squeeze on some markets. Those constraints are a
conseguence of market participants assigning some chance that a euro break-up may occur. Euro countries
are unable to dovetail the transfer of fiscal and banking sovereignty with effective mechanisms of reduction
of imbalances at the rhythm that markets demand. As long as this situation continues, the risk of a euro
break-up is fuelling the fragmentation of financial flows across the eurozone and impeding funding access
for those economies with a net debt position with the rest of the zone. A fast implementation of financial-
aid mechanisms and their reinforcement in terms of size and access to ECB's funding are key factors to
eliminate the risk of a eurozone break up. However, in our opinion this extreme outcome is a tail risk; sooner
or later, the measures needed to set up common institutions for banking supervision, deposit guarantee
and banking resolution will be approved. Although there is political will to reinforce European currency-union
institutions and governance, the implementation of appropriate measures are lagging behind. In the end,
those measures will imply a transfer of national sovereignty to the European institutions and, at the end of
the process, some form of liability sharing (debt mutualization). That will also happen as for the fiscal policy,
for example in the form of national consolidation plans having to be submitted to European institutions. If
the challenges ahead are met satisfactorily, global growth could gradually gain traction during 2H12.

In the case of the US, the downward revision to our outlook for 2012 and beyond has been driven by
a combination of disappointing growth figures in 1H12 and the impact of a high financial stress coming
from the euro area. As a result, emerging economies are likely to be the main drivers behind the slight
acceleration in the global GDP we expect for 2013. In Latin America, despite a generalized downward
revision in growth forecasts compared with three months ago, estimates for Mexico (37% and 30% for
2012 and 2013, respectively) remain unchanged thanks to upbeat activity data in TH12, the continuation
of favorable financing conditions in the domestic market, and gains in competitiveness. In Brazil, growth
forecasts have been significantly revised downwards (to 2.2% from 33% in 2012) due to the impact of the
external environment and to some domestic issues such as the slowdown in credit markets and increasing
competitiveness problems. Even though activity is still expected to recover in the quarters ahead following
the unprecedented softening of monetary conditions, the recent moderation warns against the current
growth model and its excessive focus on private consumption and credit expansion.
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As for Asia, growth in the first half of the year slowed in China more than expected. In line with the weaker
global outlook, we have accordingly revised our projections for 2012-13 down. Nevertheless, monetary
and fiscal measures to support growth should lead to a pickup, with growth in 2013 rising to 83%, a half
percentage point higher than in 2012. Elsewhere in the Asia region, there is also room for policy stimulus
to support growth. But there are downside risks, including a more severe worsening of external demand
and a continued slowdown in China, exacerbated by ongoing domestic financial fragilities..

Abundant liquidity, accumulated imbalances and doubts about the
ability of policy makers to resolve the euro crisis are changing the risk
perception across assets in developed and emerging markets

The outcome of the current economic problems is highly uncertain because there are political-economy
considerations at stake that may not be consistent with the incentives to fix a supranational crisis. The risk
scenario that dominates in the forecast horizon (2012-2013) appears to be more focused on the developed
economies and in particular, on the eurozone. These emerging economies have more room to maneuver
than developed economies when it comes to demand policies (fiscal and monetary), and also have,
overall, lower accumulated imbalances. As a result, there have been increasing capital flows from Europe
into the US and the emerging markets, including those in Latin America.

Graph 11
Sovereign debt flows
(USD bin)

Graph 12
Long-term (10Y) bond yields, changes since the
beginning of June (bp)

6.000 |
4500 - I
3.000 -
1500 | /\M
o M . i
-1.500 A
-3.000 A
Jan  Apr Jul Oct Jan Apr Jul
n n n n 12 12 12
us —West Europe —LatAm
(leftaxis)  (left axis) (right axis)

- 60

40

20

--20

.40

60 1 - 8
6.8 |
30 + 6.6 ‘
+ 6.0 - 6
+53
0 T
- 4
230 -
e 21 L 2
-60 +1.6 v 14
+07
-90 - -0
MEX COL US. FRA JAP GER ITA SP

Yield change, left axis,bp ¢« Current yield right axis, %

Fuente: BBVA Research y datos EPFR

Fuente: BBVA Research

Page 7



BBVA RESEARCH Mexico Economic Outlook
Third Quarter 2012

These shifts in financial flows are a reflection of the level of uncertainty and the fact that risk is focused on
developed economies. Both factors have led to a change in the risk character across assets in emerging
and developed markets. Since the end of May (when markets started pricing in that the US economy was
running out of steam), yields on bonds that are traditionally regarded as risk-free sovereign assets (US
and Germany) have fallen to historically low levels. Since the end of June, doubts surrounding the ability
to reach a rapid solution to the euro crisis have been pressing in the same direction. Peripheral sovereign
bonds have been perceived as riskier, whereas yields on emerging-market bonds such as Mexico's? and
Colombias have fallen to all-time lows. Record foreign inflows are searching for returns in economies
as isolated from the source of the crisis as possible, with good macroeconomic policies and growth
prospects; in countries where any direct channel of contagion is relatively narrow, and where the room for
maneuver in economic policies is ample.

But there are risks to the sustainability of this scenario. Apart from changes to local inflation or growth
outlook that may cause rising yields, global factors, such as systemic shock in the eurozone could wipe
out all the safe-haven value recently gained by certain emerging-market assets, eg. those in Latin America.
In the case of a systemic event, it remains to be seen whether domestic strengths (eg. lack of fiscal
imbalances) would be preserved in the event of a “Lehman-type” shock. In the event of a systemic risk,
it is likely that only the assets of economies that have their own currency and a central bank that acts as
the lender of last resort, and do not have any significant external imbalances, will be regarded as risk free.?
On the other hand, additional expansion of the Fed's balance sheets could encourage investors to move
out of fixed income and into equity markets, particularly if there are no clear signs of further easing in
domestic monetary-policy expectations.

2 In the case of Mexican bonds, the inflows may even have been intensified by investors betting on a change of composition of the benchmark
indices used by global fixed income portfolios.

3 Chapter 3 of the IMF Global Financial Stability Report (April 2012) is dedicated to the implications of low supply of risk-free assets for financial
markets stability.
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3 Mexico: sustained growth thanks to
domestic strengths in @ more uncertain
global scenario

31 Outlook for activity in Mexico: domestic certainties in view
of external uncertainties

Greater lack of coordination in Mexico in view of an environment of
moderate growth

In a world where the outlook for growth is reviewed downward in practically all the regions, the
positive differentiation of economic activity in Mexico during the early part of the year is noteworthy;
Surprisingly, GDP growth surged upward in the 1Q12, with higher than expected expansion, based on
available data on current conditions at that time. The estimator of quarterly GDP in real time, MICA BBVA
Research Mexico, indicated growth of 0.7%, considerably below the 1.3%. datum eventually published
by the INEGI. This growth was derived mainly from private demand, consumption by households and
business investment, which contributed 0.8 points of the 1.3% of quarterly growth. In turn, the share
of demand from the public sector in those first three months was null, while net exports and imports
accounted for the rest (0.5 points).

High growth of household consumption was particularly significant, providing the main boost to
growth in recent quarters, supported by disposable income and access to financing. As has been
the case for two years now, job creation in the formal private sector with average annual growth of 46%
in the last eight quarters was an important factor, which added to growth in real wages of 04% in the
same period contributed to growth close to 5% in real income derived from the formal labor market. It is
important not to forget “however” that the approximation of households’ disposable income, considering
the total work market, formal and informal (with data from the National Jobs and Employment Survey)
indicates that in real terms growth of household income has dropped, compared to the same period of
the previous year in the last 16 quarters (on average (-) 19% in 2011, () 15% in 1Q12).

Graph 13 Graph 14
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The second component of greater weight in domestic demand, companies and government
investment, was also of significant importance in the 1Q12, particularly in its private component. Public
investment, however, was less dynamic than expected in the early months of the year and, as a whole,
the formation of capital contributed O1 points to quarterly growth. Timely indicators of activity indicate
that this component would have entered a stage of moderation in the second quarter. In both cases,
consumption and investment, their positive performance in recent months reflect the availability of
financing by the agents, which is a key factor for growth. It should be recalled that consumer credit
continues to expand at high rates, along the order of 19.3% (average in the January-May period) in real
terms. Even though this factor is showing a slight moderation, it is clear that it continues to be a key
element that has contributed to the good performance of economic activity.

Signs of moderation in the 2Q12 derived from external demand. The series of timely indicators of
activity indicate that in the 2Q12, Mexican GDP will have expanded at a quarterly 0.9%, around an annual
4%. There are some signs of moderation such as a lower contribution of real wages to disposable
income in recent months due to the rise in inflation, the drop in indicators related to investment and, in
particular, the moderation of Mexican exports that have registered drops in the last three months (-11.5%)
on average, which compared negatively in view of 1.7% growth in the first quarter of the year. However,
the confidence of both the manufacturing producer and the consumer also corroborates a somewhat
less optimistic tone. In the first case, this could reflect the impact of lower expected growth in activity,
given the drop in the ISM in the US, a reference indicator with consistent declines in trends, indicating
greater moderation in the 3Q12 in Mexico.

Even with these signs of lower growth in activity, economic growth in Mexico is notable, especially in
the current environment of high uncertainty and international moderation. In addition, it should be
mentioned that the surprisingly positive growth in the 1Q12 even implies a slightly upward bias in view of
our new growth estimate for the year of 3.7% which, however, we maintain, given the sharp uncertainty
and the possibility of a slowdown in the global economy. In particular, we should not underestimate
the risk of a strong moderation of growth in the U.S. economy, in which case, given the dependence of
Mexico's foreign trade on that country, there might be an eventual adjustment in our economy.

Graph 15 Graph 16
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Domestic certainties, fiscal policiy without imbalances, margin for
reaction in monetary policy and strength of the financial system
Perhaps the most important element in guiding economic policy in Mexico in recent years is the drop and

stabilization of inflation and of interest rates, thanks to an independent central bank in obtaining price stability
and a fiscal policy aimed at budgetary stability that finances the deficit in the market in an orthodox manner.
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All of this has generated a virtuous circle of stability favoring households” and companies demand for
financing and more so when all that is said is accompanied by a solid financial system, capable of attending
solvent demand for credit.

The certainty of fiscal policy with regard to the annual fulfillment of the deficit objective and limited debt
is an element of solidity of the economy. Mexico's public debt as a percentage of GDP is considerably
below the level of other economies, a situation that contributes to the government’s continued financing
at lower costs and longer terms, assuming a prudent risk level. Efforts have also been made to diversify
the structure of liabilities in such a way that it is possible to reduce vulnerabilities in the event of external
uncertainty. Through June 30, 79% of the federal government’s net debt was in the hands of internal
creditors and the remaining 21% was foreign debt.

Also, the management of monetary and fiscal policies as well as regulation of the financial system has
allowed for Mexico's positive differentiation compared to other economies (or all the countries in the
European Union) in terms of the financial stress it is facing. The strength of the fundamentals in terms
of its solid public finances, bank solvency and the country’s comfortable reserve level, among other
factors, are the elements that have allowed Mexico to ratify and have access to a Flexible Credit Line
(FCL) by the IMF for an amount of DEG 47,292 (approximately US$72.98 billion, an agreement ratified in
December 2011). By this, the country has an economic policy that does not depend on conditions with
low-cost dollar funding, which alone implies 6.9% of its GDP.

Graph 17 Graph 18
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The soundness of the banking system with a high capitalization level and limited and well covered credit
risk is also strength, and even more so at this time, considering the events in the external environment.
The Mexican financial system enjoys a capitalization level that surpasses the regulatory minimum (157%
in the Mexican financial system; 8% is required by the Basel Supervisory Banking Commission and 10%
is required by the National Banking and Securities Commission (CNBV for its Spanish initials). Thus, the
system is well within the possibility of meeting the financial needs of companies and families. A sign of
this is the perception that interest rates and the collateral demanded by the banks has been reduced
systematically, which are the main factors limiting access to loans.

Thus, although there are important challenges pending in the horizon of the Mexican economy, there
are some elements that endow Mexico with strength and constitute differentiating factors in the current
environment of global uncertainty.

Among the pending challenges of note are some such as how to provide greater solidity to the
institutional framework in force. A weak legal environment is related to the high levels of informal activity
and/or against the law, in turn, related to low levels of investment and productivity (Inset 1.
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Inset 1: Informal activity slows growth in productivity and investment

In some emerging economies, the weight of informality
in economic activity and employment takes on important
dimensions. For example, for the seven largest countries in
Latin America' it is estimated that the informal economy
represents, on average, 39% of GDP, while nearly 57% of total
employment in these nations is informal. This includes both
employment as such in companies belonging to the informal
sector, as well as informal jobs in businesses outside the
informal sector.

If the informal economy is defined as activity that is not subject
to the regulations in effect, it seems clear that measuring it is
marked by high uncertainty. This is the case both in terms of its
importance in activity as measured by GDP as well as in relation
to employment. As regards employment, it is also possible to
differentiate between informal employment corresponding to
informal activities as well as informal jobs in formal companies.

High levels of the informal economy are the result of factors
relatedtotheregulatory panoramainwhicheconomicactivity
unfolds, namely, the costs implied for complying on the part

Graph 19
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Source: BBVA Research, ILO, and Conference Board data. The figure for informal
workers as a percentage of total employment corresponds to the latest available data.

of companies and to what degree the regulatory agencies
actively pursue non-compliance. Complex standards and
regulations, compliance that is costly not only in terms of
fees paid but also the paperwork procedures involved and
at the same time a high probability of being sanctioned for
breaching the rules, are elements that encourage informal
activity. Since the costs of compliance with the rules and the
possibility of being detected increase with the size of the
business, this discourages economies of scale, which limits
capital accumulation and investment. This is even more
the case if this situation makes it difficult to access bank
financing. All of these factors limit the productivity of the
economy and capital accumulation, and therefore achieving
a higher level of per capita GDP in the country will require
changes to promote greater formality in the economy,

High levels of informal activity coincide with low levels
of economic development, which can be observed in
comparatively low levels of per capita GDP. This also
correlates with low productivity.

Graph 20

Informal workers as a percentage of total employment
and the percentage contribution of their productivity to
2001-2008 growth
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Source: BBVA Research. The figure for informal workers as a percentage of total
employment corresponds to the latest available data.

' The seven Latin American countries included are: Argentina, Bolivia, Brazil, Chile, Colombia, Mexico, and Peru. The reference date is 2006. The GDP estimate is by Schneider
(2009) and for employment, the International Labor Organization (ILO) estimates were used.
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Graph 21 Graph 22
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3.2 In an environment of upward supply shocks, inflation
remains under control, thanks to the absence of demand
as a significant pressure factor

During the second quarter of the year, inflation remained stable at 3.9%, compared to the previous
quarter. However, after its lowest rate in the year, in April (34%), prices rose during the next two months,
with inflation reaching 4.5% in the first two weeks of July. This sudden rebound in inflation is due to: i)
the continuous upward shocks in commodities prices during the last two years, and to a lower extent
to i) the depreciation of the peso since 2011 and finally, to iii) a seasonal rebound of fruit and vegetable
prices. Despite this, core inflation continues to reflect that aggregate demand is still not a relevant factor
in price increases, although it has risen slightly as a result of the shocks mentioned.

Core inflation has increased slightly during the year, from 3.3% at the close of 2011, to 3.6% in the
first two weeks of July. This increase is due to a slight rise in prices of services-due to a slow but
continuous recovery of consumption-and the persistence shown in merchandise prices, which have
oscillated within a range between 45% and 4.8% throughout the year.

Inflation of merchandise prices has not fallen below 4.5% due to the continuous upward shocks in
the grain markets and the depreciation of the peso due to the intense financial volatility. Internally,
the prices of processed foods have slowed down gradually but consistently since the beginning of
the year. However, after reaching their minimum in May for 2012 (6.3% y/y) they have rebounded
slightly, mainly due to price increases of wheat, soy and, more recently, corn, derived from the strong
drought affecting the US.

Graph 23 Graph 24
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The reduction of inflation shown in food prices has been offset by the rise in prices of other merchandises,
which rose from 19% in October 2011, to 35% in the first half of July. This increase is due to two factors:
first, the depreciation of the peso of 106% on average since August 2011, and secondly, to the continued
recovery of consumption..

In turn, inflation in services has rebounded, from 2.2% in February, to 2.5% in the first two weeks of July,
due mainly to a slight acceleration in the prices of basic and higher education since May, and to an
upward adjustment in the prices of the rest of the services since March, with a significant increase in air
travel and tourism packages, both affected by the rise in oil prices. The housing component continues
at historic lows, posting annual inflation of 185% in June, an inflation rate that reflects the absence of
demand pressures.
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Core inflation will continue to show slight effects due to continued shocks in commodities prices,
however, we believe that the transfer due to changes in these costs will be limited, because in a context
in which demand growth is still moderate, most producers will avoid raising their prices due to a
potential loss of market share which they could suffer against their competitors. Because of this, we
believe that core inflation is already very close to its maximum annual rates and will even experience a
slight slowdown at year end.

The non-core inflation component has been more volatile in the National Consumer Price Index
(the NCPI) throughout the year, in terms of the consumer basket, due to price fluctuations in grains
and oil, the peso depreciation and more recently to the outbreak of the avian flu in the western
part of the country. The seasonal factor linked to the sowing and harvesting seasons of fruits and
vegetables has had an important influence on the dynamic of this component.

Graph 25 Graph 26
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Price increases of livestock products were significant from autumn of 2010 until January of this year,
when annual inflation reached 12.7%. However, between February and June of this year, the inflation rate
slowed down to 104%. Unfortunately, the outbreak of the avian flu at the beginning of July affected the
production of eggs and chicken in the country, leading to an inflation rise up to 13.3% in the first two
weeks of July. Allhough this demand shock of poultry products is transitory and short-lived, the outlook
for producer costs has also worsened due to increases in soy and corn prices, so that, foreseeably, these
prices still have an upward stretch to cover. .

Energy prices have also been affected by high oil and gas prices worldwide. Although in Mexico, the
policy of programmed price increases, less intense in gasoline and diesel prices (which have an implicit
subsidy, increasingly higher in 2012), prices of electricity and domestic gas have felt these increases
more clearly, which are also more significant in periods of a strong depreciation of the peso.

Finally, it must be mentioned that within non-core inflation there are components that help contain price
increases, such as rates set by the local governments, by which annual inflation was barely 01%, thanks
to the elimination of the car ownership tax in several states throughout the country. However, it must be
noted that these prices are, by definition, subject to sudden changes linked to the status of revenues in
the states and municipalities.
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Graph 27
Inflation electricity rates (y/y % change) and Graph 28
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We believe that there is room for inflation to be lowered down to 39%, thanks to the favorable effect
of comparison with the close of 2011. For 2013, we believe that, on average inflation will be well below
4%, with this being achieved surely in April, due again to the base effect. Finally, it is foreseeable that
inflation will close 2013 at between 3% and 3.5%. Our scenario is subject to risks: i) upward if the recent
increases in grain and oil prices continue, affected further by financial uncertainty in the world, in an

environment of continued economic growth, i) downward, due to the possibility of a weakening of
global and domestic activity.
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Inset 2: Supply factors affect Mexican inflation in the absence of significant demand pressures

This year, inflation in Mexico has reached levels above 4%
in an environment marked by moderate growth, increases
in the prices of some highly volatile products such as
agricultural goods, and a depreciation of the peso. The
recent movements in prices of agricultural goods can be
considered to be the result of supply factors, since in most
cases such changes can be attributed to climatic factors,
the avian flu outbreak, and, in addition, to a depreciation
of the peso, reflecting the global uncertainty. At the same
time, movements in prices associated with economic
growth considered to be above potential growth can be
classified as a demand factor! Thus, inflation can be broken
down into two factors; demand factors, related to nominal
economic growth with regard to the real potential of the

Graph 29
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In times of crisis, the demand factor for construction will
be negative given the decline in output, which leads the
exogenous factor to encompass the elements that explain the
level of inflation observed. Such elements could be the rigidity
of prices in the economy, fiscal modifications, or movements
in exchange rates and international prices, among others.

economy, and residual or supply factors, which encompass
the rest of the determining causes. ?

This breakdown shows that the residual or supply factor
in Mexico has a similar behavior to international prices
of commaodities such as grains and to a lesser extent all
(given energy policies based on subsidies), in addition to
also being related to the exchange rate. It should also be
noted that the demand factor is important. Nevertheless,
this factor, being calculated as the difference between
the nominal growth rate and the real growth trend, does
not fully encompass the margin generated by unutilized
production capacity. That is, demand pressures having a
positive effect on inflation does not mean there is no leeway
in terms of the factors present in the markets.

Graph 30
Observed and estimated annual inflation, based on
demand and supply factors (y/y % change)
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The fact that the factor related to supply factors has a
correlation with grain and oil prices means that part of the
prices in Mexico will be determined by the dynamics of the
general level of prices in the world, especially for those goods
or inputs that are of common use. This also helps to identify
the time in which the effects of these shocks are transferred

" Growth potential implies a scenario in which the use of productive factors in the long run is consistent with price stability.

2 The breakdown takes into account the work of Eagle and Domian (2011) in which the variation of prices in the economy is equal to the difference between the growth in
nominal and real GDP (after a logarithmic transformation and in differences of four quarters in levels of the variables). It is assumed that is possible to approximate the prices in
the economy as a whole with those of the consumer basket due to their high correlation, especially in annual rates, in addition to the GDP deflator series having its beginning in
2003. In addition, real GDP growth can be broken down through the use of the Hodrick-Prescott filter in its trend and cyclical factors, with this also being applicable for the period
projected in the BBVA Research scenario. Thus, the demand factor involves the difference between nominal growth and the trend in real growth, while the exogenous or supply
factor corresponds to the residual factor with inflation. This approximation can be compared to a Phillips Curve in which a differentiation is not made between supply factors.
The sample covers the 1998:1-2012:2 period, with quarterly data. The results show that both determining factors are significant and maintain a correct signal, and with these two
components alone, a more than 70% adjustment is achieved in the estimation period. This methodology is based on a simple model of the quantitative theory of money.
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to price levels in the country. For example, in the case of
the exchange rate, this effect is practically immediate, while
for prices of commodities such as wheat, there is a several
quarter lag. This delayed effect could be due to producers
being able to obtain their supplies locally, having inventories
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or financial hedges. Isolating the factors of supply and
demand in inflation allows for deducing the importance of
the effect of the performance of economic activity on prices.
At the same time, it enables a determination to be made on
the economy’s exposure to exogenous shocks.

Graph 31 Graph 32
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A neutral monetary position with the deterioration of the risk balance
in activity and the rally in inflation

In the last two Announcements of Monetary Policy Decisions, the central bank has maintained its
neutral position based on a deterioration of the risk balance and a rebound in inflation, to stand at
45% in the first two weeks of July. Growth in domestic activity has been maintained, although with
some signs of a slowdown, at above 35%, and most analysts agree that this will continue through
the rest of the year. However, the risks downward for world economic growth have intensified as
a result of the uncertainty prevailing due to the crisis in the euro zone and the size of next year's
fiscal adjustment could have in the US.. Moreover, the rebound in inflation in the last two months, to
levels of over 4% as a result of the rise in the non-core sub-index, indicate that it will be maintained at
around this figure for almost what is left of this year. Based on the outlook for economic activity and
consumer prices, the central bank expanded its information regarding the balance of inflation risk,
noting that it will be different in the short and medium terms. In the short term, the risks are biased
upward as a result of the supply shocks affecting the prices of agricultural and livestock products,
while in the medium term, the downward risks have increased, given the greater probability of a
severe weakening of the world economy.

In addition to the risks considered by the central bank, the possibility that the U.S. Federal Reserve
(FED) might launch a new round of monetary stimuli has been mentioned as an element that could
have a bearing on a change in the position of monetary policy. Even though it is true that such a
measure by the FED could bring with it a relative tensioning of the monetary policy in Mexico, the
outlook of rallying inflation and a marginal appreciation of the peso compared to the current levels,
does limit the toughening of monetary conditions. .

Currently, the BBVA Research scenario points to GDP growth of 3.7% for 2012 and average inflation of
4.4% for the rest of this year. This scenario, added to the current conditions, continues to be consistent
with a monetary pause in 2012. Nevertheless, we reiterate the bias toward a cutback should the risks
for activity materialize.

Graph 34
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Local financial markets in tune with global high risk and liquidity

Between May and July, the exchange rate continued to be linked to global risk, while interest rates
on government debt responded to a greater degree to liquidity.

During the month of May, global aversion to risk rose as a result of doubts regarding the continuity of
Greece in the euro area due to lack of a political agreement regarding the fiscal austerity measures
agreed to with the Troika (the ECB, the IMF and the European Commission). This led the exchange rate
to reach levels of 14.37 in the spot market. In June, the aversion to risk ceded after the commitment
by the new Greek government was ratified with the austerity measures included in the European
Summit as to the channeling of resources to the banking systems. To the extent that the global risk
is reduced in response to said agreements, the Mexican peso appreciated with the exchange rate
reaching 13.36 pesos per dollar at the end of June. The medium- and long-term rates of Mexican
public debt in pesos maintained a downward trend throughout the entire period, not having without
the global risk episodes of May interrupting this downward trend. The 10-year bond rate reached
levels below 5%, which is significant, considering that the market and analysts expect monetary policy
rates to remain at 45% in the coming months. In the last weeks of July, the peso has remained at
around 13.30 pesos per dollar, influenced by news on the deterioration of the economic and financial
situation of the peripheral countries of the euro area and, more recently, by the possibility of a new
round of bond purchasing by the ECB.

In addition to the global aversion to risk, the foreign exchange market has also had a bearing on the
possibility of a new round of monetary stimuli by the FED. The data below employment expectations
in recent months in the US. have increased speculation surrounding further actions by the FED in
support of economic activity. This is associated with the search for greater profitability, which tends
to appreciate the emerging currencies for short periods. At this time, the FED has only extended
its program to increase the duration of the assets of its balance (operation twist). The next data of
non-agrarian employment, as well as the meeting of the central bankers that the FED organizes
for the end of August will provide more elements regarding the course of US. monetary policy in
the coming months, and, as a result, on possible exogenous events affecting the Mexican foreign
exchange and interest rates.

Graph 35 Graph 36
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Long-term bond rates in Mexico dropped around 100 basis points on average between May and July.
This decline is much greater than the reduction observed in other Latin American countries. The
deterioration in credit quality of some European countries has underlined the fiscal discipline in Mexico,
which has contributed to the continuation of strong entries of foreign flows to the government debt
market in Mexico. Currently, the positions of foreign investors represent around 45% of this market..

Graph 37 Graph 38
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The intense drop in government rates with expectations of a monetary pause denotes an important
decline in the term premium. This drop is much below the level due to the evolution of the loan risk,
which is why it seems to be associated with an improvement in the liquidity conditions in the bond
market in Mexico (See Box 3). For example, the spread between the buy and sell price of the 10-year
government bond has declined to a level similar to that seen in the year 2010, when Mexico entered
the World Government Bond Index (WGBI) which is a reference to a world level exposure to public
debt by country.

Nevertheless, there are risk factors that could revert the premium per term: i) a rise in the aversion to
global risk that could deteriorate domestic conditions; i) an additional relaxing (QE3) on the part of
the US. Federal Reserve that could produce replacing more secure bonds for greater risk and yield
assets; and, iii) a rise in domestic inflation should the prices of more volatile products continue their
growing trend..

Medium-and long-term rates of government bonds in Mexico should continue their rising course
consistent with moderate economic growth and a normalization of global liquidity conditions. For
example, it is expected that the 10-year bond rate will be at around 5.5% in December.

The temporary reduction of global risk generates space for the peso to appreciate with levels
coherent with productivity and relative prices in Mexico and the U.S, fundamental factors that guide
the performance of the exchange rate in the medium- and long-term In the medium term, the outlook
for growth and inflation in Mexico and the US. continues to indicate an appreciation of the peso
against the dollar. It is estimated that at the end of the year, the peso will be at around 13 pesos per
dollar, a level close to the estimate of its long-term trend, which is between 12.30 and 12.60 pesos per
dollar. Nevertheless, the uncertainty that is prevalent on the financial markets could alter the trend
derived from the fundamentals.
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Should there finally occur a financial “accident” in the euro area that would worsen its situation and
should there be contagion toward the US. economy, both the domestic rates and the exchange rate
would undergo a relevant increase of level and volatility. In any case, the intensity and duration of the
risk event would be restrained by the European reaction to solve the unchained crisis.
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Inset 3: The improvement in liquidity conditions: support for the drop in interest rates

From the end of May until the end of July the interest rate
curve for government bonds in Mexico has fallen 50bp on
average, with a more pronounced decline in the longer term
yields of about 100 bp. This decline occurs in a context of a
monetary pause in the last three years with expectations that
it will continue at least until well into 2013. This combination
of factors suggests the presence of a low term premium,
that is, a drop in the compensation that investors demand
for holding medium and long term assets beyond the pure
reinvestment in short-term securities. Indeed, in the presence
of market risk (derived from variations in asset prices as a
result of changes in interest rates), investors require a higher
return than the average expectation for future short term
yields, as compensation for maintaining assets with longer
maturities. This additional compensation, which represents a
shift away from the hypothesis of interest rate expectations,
is known as a term premium. According to Cerecero et. al.
(2008), the term premium can be interpreted as the sum
of a liquidity premium and a risk premium. Therefore,
identifying the component that the drop in interest rates
can be attributed to, given the monetary policy scenario, is
eqguivalent to finding the cause behind the decline in the term
premium or the premium for permanence. This concept is
approximated by the following formula:

¢ =Yoo amy, E, (rtﬂ)
In which:

¢ .: Term Premium. And _: Yield of a zero coupon bond
maturing in n periods at time t; r, . Short-term yield in time t.

Graph 41
Term Premium. Breakdown in risk premium and liquidity
premium (%)

E, (X,, ) Expected value at time t of the variable X, or later

periods.

In our particular case, ¢ , for each month in the January
2006 to July 2012 period is the spread between the
average monthly yield on a zero coupon bond maturing in
10 years and the average monthly expectation for 365 day
Cetes yields projected by BBVA Research for ten years into
the future.

Once the term premium is calculated, it can be broken down
into a liquidity premium and a risk premium by using the
state space econometric methodology. The risk premium is
linked to credit risk or asset default risk and is approximated
through the credit default spread (CDS) on Mexican 5-year
sovereign bonds. Using this variable, it is possible to calculate
the default risk, which varies according to the expectations
of indicators that represent the debt payment capacity such
as its level, international reserves, the exchange rate, and
foreign demand. The liquidity premium, which indicates the
capacity to convert the assets in question into cash, is the
unobserved component of the model. This approach is used
due to the lack of variables that could accurately represent
it, since no data are available of the volume traded in the
secondary bond market for specific references. It should be
noted, however, that an alternative variable to the liguidity
premium such as the spread between the bond's buy and
sell price, in this case, the 10-year M bond, has also declined
considerably (see graph 42).

The results of the breakdown obtained are shown in Graph
Graph 42
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41. As can be seen, the liquidity premium has fallen in recent
months to levels close to 0%, which leads the term premium
to be at historically low levels. At the same time, there has
been no significant decline in the risk premium linked to the
CDS (credit default spread), since the factors that determine
the probability of default have not changed significantly.

Both the previously described decline in the liguidity indicator
as well as the fall in the term premium are comparable in
scope to what occurred in 2010 when Mexico joined the
World Government Bond Index (WGBI). Another point that
should be mentioned is the fact that from this date on there
appears to be a change in the data average. Specifically, after
Mexico's entry into the WGBI, the risk premium has fluctuated
at around a lower average (about 3%) than what had been
observed before March 2010. It should be noted that the risk
premium showed a significant variation and then returned
to this average level during the period of asset purchases by
the US. Federal Reserve (QE2).

The recent decline in the liguidity premium and consequently,
the term premium, is influenced by foreign investment flows
to Mexico. This demand for Mexican assets can be explained
by two factors. First, the risk adjusted yield factor. Mexican long
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term bonds are still trading at positive real yields, while their
credit risk is considerably less than in the case of other nations,
for example, most countries in the Euro zone. Second, the sharp
weakening of some European countries credit worthiness has
led to speculation of a possible withdrawal by these nations from
the global fixed income indexes, which would favor demand
for bonds from other countries. Nevertheless, the sharp drop in
the liquidity premium has its origin in transitory factors, which
coupled with the risk of a correction in domestic activity, makes
an upward movement in domestic interest rates possible at the
same rhythm as increases in US. benchmark yields.
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Inset 4 Have the conditions that led to the reduction of Mexico’s sovereign debt rating been reversed?

In November 2009, the Fitch Ratings and Standard & Poor’s
rating agencies downgraded the issuer default rating on
Mexico's foreign currency denominated debt to BBB from BBB
+ based on the country’s fiscal weakness. More specifically,
at that time Fitch Ratings argued that the high dependence
on oil revenue and a narrow tax base reduced Mexicoss fiscal
flexibility to future shocks in oil revenues. In support of its
argument, the rating agency presented a series of variables
on fiscal questions in which Mexicos performance was below
the average of countries with a similar rating.

In the past few years the fiscal rule of a balanced annual
budget—budget balance without investment in Pemex—,the
increase in oil prices, and growth in the 2010-2012 period that
averaged around 44%, prevented Mexicos public finances
from experiencing the crisis occurring in several European
countries. However, various fiscal variables remain below the
average for countries that currently have the same credit
rating as Mexico. As shown in Table 1, public revenue as a
percentage of GDP in Mexico is almost 10 percentage points
below the average of countries with the same credit rating.
In terms of total public debt, the downgrade experienced
by some countries affected by the European debt crisis has
meant that Mexico is almost at the same level as the average
for comparable countries. Nevertheless, in combining these
elements, the percentage of debt relative to revenue is still
higher in the case of Mexico.

Chart1

In 2009 the rating agency noted that a risk factor for Mexican
fiscal revenue was the fall in oil production, a situation
that continues to date. According to British Petroleum, oil
production fell to 293 million barrels per day (mbd) in 2011
from 295 mbd in 2010, a drop similar to what has been
registered in the last three years. This 0.8% decline is greater
than the 02% decrease posted by the OECD countries
and is totally at odds with the 3% growth in oil production
registered by the OPEC countries. In addition, the decline in
proven oil reserves between 2010 and 2011 was 300 mbd,
a trend similar to that of the OECD countries, but contrary
to the increase reported in OPEC countries’ reserves. In
terms of economic growth expectations, according to the
IMF, Mexico's growth will be slightly below the average of the
countries with a BBB rating.

Even though in recent years the above mentioned elements
that underpin the current rating on Mexico's sovereign debt
have persisted (ie, a healthy banking sector, manageable
amortization of its foreign debt payments) and there has
even been progress in some areas such as the improvement
in the international liquidity position of Mexican debt. The
data cited above underscores the need for reforms to
broaden the tax base and reduce fiscal dependence on oil
revenue. If this does not occur, it will not be easy for the rating
agencies to decide to upgrade the rating and/or outlook on
Mexican debt.

Fiscal variables of countries with a BBB rating from Fitch Ratings

Country Total public debt (%of GDP)  Public revenue (%of GDP) Public debt/revenues Average GDP growth, 2012-2016
Mexico 429 222 1.9 36
Brazil 651 363 18 39
Russia 84 387 02 39
Lithuania 409 357 1 32
Spain 790 360 22 05
Thailand 444 213 21 54
Peru 207 209 10 59
Kazakhstan 96 285 03 61
Average 419 321 15 39

Source: Fitch Ratings and IMF. Note: Due to the absence of the corresponding data, countries such as Aruba, Bahrain, and Panama were not included.
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4. Brazil and Mexico: changing perspectives
and the remaining challenges

There has been an outlook change in recent quarters regarding the Brazilian and Mexican economies
seen, for example, in consensus growth of 3.8% for Mexico in 2012, nearly two points above that for
Brazil. If this turns out true, 2012 would be the second year in a run where Mexico grew more than Brazil,
after four years where the average growth gap in Brazil's favor was 35pp.’ In short, the question over
what factors drove the relative performance of both economies arises; is there a type of pattern showing
a preference for one or the other in terms of performance in the medium-term?.

Both Mexico and Brazil belong to the “eagles” group, comprising countries which, in the next decade,
will contribute more to global GDP than the average of developed economies.? Mexico belongs to this
group more for initial size than for growth which, in recent years, has been lower than other emerging
economies and, specifically, than Brazil - the other Latin American “eagle”. Brazil's GDP is almost 50% larger
than Mexicos and has seen average growth of 3.8% in the last 10 years, around one and half points more
than Mexico.

Brazil’s relative better position in terms of income per capita growth is a recent phenomenon. As
the attached chart shows, until the first half of the last decade, both economies saw a very similar
real convergence process with the US. In general, their profile was relative poverty in the 80s, relative
income level stability in the 90s in Mexico and a slight decoupling in Brazil, to major decoupling in the
middle of the last decade in Brazil with US income levels while Mexico maintained earlier levels.

Graph 43 Graph 44
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This performance coincided with a global shift in growth sources, with an increasing contribution
from emerging Asian and Latin American economies and the standstill and decline of developed
economies. This has had important effects on foreign demand from Brazil and Mexico, given their very
different exposure to the aforementioned areas. In this sense, the main export destinations for Mexico
are developed nations, with a total predominance by the US where around 83% of overseas sales of
goods go. On the other hand, Brazil's exports to the US account for 12% of sales, while 68% go the high
performance areas such as China, Asia and the rest of Latin America (in Mexico the figure is 12%). In this
way, as the attached chart shows, the GDP of destination economies for Brazilian exports grew 50%

A result magnified by the exceptional difference of six percentage points seen in 2009: -6.3% in Mexico vs. -0.3% in Brazil.
2 For more details: www.bbvaeagles.com
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from 2003 while for the destinations for Mexican products, growth was only 20%. Nonetheless, the
trading openness of both economies is very different, three times larger for Mexico,® which makes direct
comparisons problematic..

In the medium term, the balance between both economies does not show a clear dominance for
either, with advantages for each country in some of the more important factors. If we take an economy
from a supply perspective, the capacity to expand by the appropriate interaction of production
and efficiency factors, there are four major elements to consider: demography and the job market,
investment and savings, productivity and, finally, the business environment. As the attached chart
shows, 14 representative variables have been chosen for these four axes. In addition, their level with
regard to a reference group of emerging economies is shown.*

Graph 45
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Source: BBVA Research with IMF, World Bank and UN data.

As for population and the job market, it would seem that the demographic boon is higher in Mexico
than Brazil, with higher population growth and a higher share of the population in the job market. The
low employment rate in Brazil stands out, measured as a percentage of those in work out of the working
age population. According to available figures, this sits at 40%, around 20 points below the average for
the group of countries looked at.

Both economies contrast in investment and bank financing with a better position for Mexico in the
former and for Brazil in the latter. On average for the last decade, Mexico saw an investment ratio of
GDP over five points higher than Brazil 24.6% vs. 18%), although without hitting levels in countries which,
at times, are seen as reference points such as South Korea (294% over the same period). In short, the
investment level in Mexico is rightly substantial for a country which does not have the domestic savings
rate of an Asian emerging economy or that has not obtained savings from the overseas sector at an
important level® The domestic savings rate in Mexico is 236% of GDP versus 173% in Brazil on average
between 2001 and 2011. This is a clear limitation without help from overseas for increased investment.
Both public and private sector consumption has a greater weight in Brazil, further boosted by greater
access to bank credit, both for that offered by the private and the public banking system. As the attached
chart shows, domestic banking sector credit is over 50% of GDP in Brazil, almost 30pp higher than in
Mexico, with a higher gap in loans granted by public banking than in private banking. The higher bank
credit penetration rate in Brazil is due to the continual drive from public policies aimed at improving

3 Goods exports accounted for 30% of Mexican GDP in 2011 and 9% in Brazil.

4 Reference emerging economies are: Argentina, Brazil, Chile, Colombia, Mexico, Peru, Venezuela, China, India, Indonesia, South Korea, Malaysia,
the Philippines, Thailand, Bulgaria, Croatia, Czech Republic, Hungary, Poland, Romania, Russia and Turkey. The lowest value, O, would be the most
favorable position in the variables for all countries reviewed; meanwhile, T would be the least favorable.

5 The average annual current account deficit between 2001 and 2011 was 1% of GDP, around the same figure as in Brazil (0.7%).
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loan conditions and access to the banking system for population groups who normally have low
access. Products such as payroll deductible loans and simple accounts are behind the aforementioned
development® In addition, the credit drive intensifies with the higher growth in the Brazilian economy
over the last decade.

Graph 46 Graph 47
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Improving the business environment still requires work in both Brazil and Mexico. Although Mexico
has a clear advantage over Brazil in terms of ease of doing business according to the World Bank’s
Doing Business chart, increased violence creates uncertainty for the Mexican economy. In any event,
both countries would clearly benefit from reduced costs linked to lack of public safety and additional
advances creating a more favorable business environment.

The key to growth lies in efficiency using available productive factors. Measuring productivity, the
ability to produce more with less, is problematic since it is not a directly observable variable’ Productivity
is usually calculated as the part of output not resulting from the amount of resources used and, therefore,
it would be a result of how efficiently they combine. In the radar chart, as part of the selected variables
as representative of productivity, figures do not favor Brazil. Quite the opposite, in fact: among other
things, the weight of the black market as part of GDP is much higher in Brazil than in Mexico. Informality
is a good sign of productivity since if the activity functions outside current regulations, mainly in fiscal
matters, then economic agents cannot take advantage of economies of scale or adequately access the
financial market to improve efficiency and increase its value in physical and human capital. In this sense,
as shown in the following chart, according to ILO data Mexico has a higher level of informality in the
job market® In any event, it would seem that the challenge for both economies is to reduce the black
market so that the main source of long-term economic growth (productivity) improves.

Brazil's strength of demand (not necessarily its supply capacity) and higher performance from
its trading partners have created better perspectives in recent years. Nevertheless, the signs
of exhaustion in the Brazilian model (too centered on higher demand) and the gains made in
competitiveness in Mexico with regard to Brazil are contributing to a shifting relative vision of the
two economies, in favor of the Mexican economy. In line with this analysis, it would appear that greater
growth capacity in the medium term for Brazil cannot be justified by demography, labor participation or
investment rates. In this way, the better GDP record must be linked from the supply side to efficiency or
productivity where there seems to be no major differences in either economy in terms of the variables
able to estimate it. On the demand side, the more favorable external environment and higher access

& This path is also being taken in Mexico with payroll loans and basic accounts.

7 In reality, GDP is not “observed” either in the same way as employment can be tallied. Rather, it is a synthesis of different statistics on demand,
output and income spread across economic agents.

& Measuring informality is, by definition, controversial since it attempts to reckon those activities free from obligations imposed by the state, espe-
cially in tax, and the jobs do not have social rights (healthcare, retirement)..
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to bank finance support higher growth in Brazil with regard to Mexico. However, both factors are not
necessarily permanent: the performance of emerging Asian economies could slow and/or Brazil could
lose competitive advantages in terms of prices. Borrowing ability could be less important for growth
from a certain debt level for economic agents.

Graph 49
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Indeed, there has been a recent change in market perceptions of both countries, in Mexico's favor, in line
with the slowdown in China, fatigue on Brazilian credit markets and the negative impact that labor costs
and the higher exchange rate had on Brazilian industry. The last two factors contrast with the recent
dynamism on credit markets and signs of increased competitiveness in Mexico. In any event, they are
two large economies with good growth potential over coming years. In addition, respective outlooks will
continue to be determined by their different exposure to the global environment and by their ability to
adopt reforms reducing their weaknesses.
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Chart 2

Macroeconomic forecasts: Gross Domestic Product

(YoY growth rate) 2009 2010 201 2012 2013

United States -31 24 1.8 21 1.8

EMU -44 19 15 -0.3 0.3
Germany -5.1 36 31 0.9 14
France 31 16 17 0.2 0.7
Italy -55 1.8 05 1.8 -01
Spain 3.7 -01 07 -14 -14

UK -4.0 1.8 0.8 -04 1.3

Latin America * -06 6.6 45 29 3.8
Mexico -61 54 40 37 3.0

EAGLES ** 40 84 6.6 5.4 61
Turkey -4.9 9.2 85 3.2 41

Asia Pacific 4.2 81 57 5.4 5.8
China 9.2 104 9.2 78 8.3
Asia (exc. China) 1.0 6.5 34 3.8 41

World -06 51 39 34 37

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

** Brazil, China, India, Indonesia, Korea, Mexico, Russia, Taiwan, Turkey

Forecast closing date: August 3, 2012

Source: BBVA Research

Chart 3

Macroeconomic forecasts: inflation (Avg.)

(YoY growth rate) 2009 2010 201 2012 2013

United States -04 16 31 20 1.9

EMU 0.3 16 27 23 14
Germany 0.2 1.2 25 20 14
France 01 17 23 23 15
Italy 0.8 16 29 33 1.9
Spain -03 1.8 32 21 1.5

UK 22 33 45 25 20

Latin America * 106 85 EX| 101 8.9
Mexico 5.3 4.2 34 41 35

EAGLES ** 2.8 53 6.0 4.3 44
Turkey 6.3 86 65 8.8 53

Asia Pacific 0.3 36 48 33 34
China -0.8 33 54 3.0 3.6
Asia (exc. China) 11 38 43 34 3.2

World 2.2 38 51 4.2 39

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

** Brazil, China, India, Indonesia, Korea, Mexico, Russia, Taiwan, Turkey
Forecast closing date: August 3, 2012

Source: BBVA Research
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Chart 4
United States indicators and forecasts
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2010 2011 2012 2013 m 2N 3T 4am™m 1m2 2T12 3T12 4T12
Macroeconomic Indicators
GDP (real % change) 24 1.8 21 1.8 1.8 19 16 20 24 2.2 23 1.6
Personal consumption (real % change) 1.8 25 20 19 31 27 25 1.9 1.8 19 21 20
Gov. consumption (real % change) 06 -31 221 -0.2 23 3.2 3.8 33 2.2 24 2.0 1.7
Gross fixed investment (real % change) -0.2 6.6 9.6 6.2 4.8 43 84 9.0 1.9 10.3 8.9 76
Construction' 37 14 1.5 8.5 3.2 71 14 39 93 10.7 134 127
Industrial prod. (real annual % change) 54 41 44 21 54 36 33 41 44 47 4.6 39
Current account balance (% of GDP) 31 31 -3.0 -31 3.2 3.2 29 31 36 2.8 2.7 2.8
Final annual inflation 15 3.0 1.8 21 27 36 3.9 30 27 17 14 1.8
Average annual inflation 1.6 3.2 20 19 21 34 3.8 33 2.8 19 15 17
Primary fiscal balance? (% of GDP) -8.9 -8.7 =17 -5.0 -87 7.7
Actualizacion 13 de mayo de 2012
Fuente: BBVA Research
Charts
Mexico indicators and forecasts
2010 201 2012 2013 ™ 2T 3™ 4™ 1m2 2T12 3T12 4T12
Economic Activity
GDP (seasonally-adjusted series)
Real annual % change 56 39 37 3.0 39 38 4.2 39 4.7 40 3.2 31
Per inhabitant (US dollars) 9595 10,391 10,540 11,576 10,6927 11,0372 99662 98669 10,600.0 10,3671 10,4176 10,7744
US$ billions 1,0376 11389 11624 1,288.2 11417 11959 10937 11243 11604 11361 11491 1,2041
Inflation (average, %)
Headline 4.2 34 41 35 35 33 34 35 3.9 39 4.6 4.2
Core 39 32 35 34 32 32 32 33 33 35 36 35
Financial Markets (eop, %)
Interest rates
Bank funding 450 450 4.50 5.50 450 450 450 450 45 45 45 45
28-day Cetes 39 32 35 34 4.2 43 41 44 43 4.4 4.2 4.4
28-day TIE 49 4.8 49 5.9 4.8 49 48 48 48 4.8 4.8 4.8
10-year Bond (%, average) 6.9 6.8 64 7.0 75 71 6.3 6.6 6.2 5.9 51 5.5
Exchange rate (average)
Pesos per dollar 127 12.7 13.3 12.6 1.9 1.8 133 137 13.0 13.6 13.5 13.2
Public Finances
*FRPS (% of GDP) 35 27 -2.6 2.3 - - 27 - - 2.6
External Sector?
Trade balance (US$ billions) -0.7 -0.3 -1.9 -3.8 20 1.3 -3.8 -0.7 19 -0.5 -4.3 -4.6
Current account (US$ billions) -0.7 2.3 -3.5 -4.8 -1.9 -0.7 -4.5 1.9 0.0 -3.7 -41 -6.2
Current account (% of GDP) -03 -0.8 -11 -14 -0.7 -0.2 -16 -06 0.0 -1.2 -1.3 -1.9
Oil (Mexican mix, dpb, eop) 796 MmO 1034 101.9 104.5 171 131 109.2 118.3 109.3 93.2 927
Employment
Formal Private (@nnual % 37 43 41 31 49 43 41 41 44 4.6 37 36
change)
Open Unemployment Rate
(% active pop.) 54 5.2 51 4.8 5.2 54 53 50 51 51 51 5.2

Continues on next page
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Mexico indicators and forecasts
2010 2011 2012 2013 1T 2T11 3TN 4T 1712 2T12 3T12  4T12

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

Total 9.0 47 5.0 51 51 46 438 41 51 4.9 4.8 5.2
Domestic Demand 55 41 3.6 37 35 36 50 4.2 4.8 44 26 25
Consumption 46 40 31 27 45 35 39 39 41 3.9 24 21
Private 5.0 45 34 238 5.0 44 44 43 4.3 41 27 24
Public 24 06 1.5 20 13 14 07 1.8 28 2.6 0.8 -01
Investment 6.3 84 6.0 6.5 838 9.8 838 6.4 87 5.5 49 4.9
Private 6.3 123 51 58 144 175 104 74 75 29 35 6.7
Public 6.3 123 51 58 144 175 104 74 75 29 35 6.7
External Demand 217 6.8 9.4 9.0 n4 84 44 34 5.8 6.6 1.6 13.6
Imports 207 6.8 8.8 1.0 89 72 65 46 6.2 77 9.5 15
GDP by sectors (ann. % chge., seasonally-adjusted)
Primary 29 3.0 35 21 29 9.0 -0.2 05 6.7 2.8 25 1.9
Secondary 6.2 40 3.6 24 48 42 36 34 45 3.9 33 28
Mining 12 19 0.0 -01 2.6 19 35 0.6 0.6 00 -03 -0.2
Electricity 101 5.6 3.0 27 9.9 76 30 22 26 25 35 34
Construction -01 48 4.2 29 57 38 53 47 4.8 5.0 3.9 3.0
Manufacturing 10.0 5.2 41 2.8 6.2 54 53 37 4.2 4.7 39 35
Tertiary 55 42 3.6 3.0 42 37 48 42 41 41 33 29
Retail 131 77 5.0 4.2 81 84 82 61 6.6 5.4 46 34
Transportation, mail and warehouse 76 34 39 37 34 31 38 34 5.3 37 3.0 34
Massive media information 16 6.6 4.3 37 5.2 6.0 8.0 YAl 4.7 4.6 33 4.7
Financial and insurance 131 54 7.9 6.0 49 13 81 73 12.9 91 57 4.4
Real-estate and rent 19 21 1.8 11 1.8 19 21 24 13 20 20 1.9
Prof, scientific and technical servs. -11 5.8 3.9 2.8 3.8 70 54 6.9 51 3.9 34 33
Company and corporate management 49 5.8 7.2 5.0 44 73 43 71 6.9 7.2 74 74
Business support services 1.5 42 39 35 36 46 46 42 23 4.8 45 41
Education 0.2 15 21 1.9 -01 0.9 28 25 1.5 20 23 23
Health and social security 0.7 1.7 21 14 11 2.8 2.8 0.0 23 27 18 15
Cultural and sport 59 6.6 34 3.2 81 74 6.0 51 19 5.9 3.0 28
Temporary stay 3.2 26 33 20 0.6 25 31 43 4.5 4.0 3.0 1.8
Other services, except government activities 1.0 40 3.8 18 3.0 45 42 43 5.0 34 34 33
Government activities 31 -0.8 0.9 0.7 0.2 5.0 -0.8 26 4.0 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
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A.
(hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to changes without prior
notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to undertake
or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be appropriate for them
due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to prepare this report. Therefore, investors
should make their own investment decisions considering the said circumstances and obtaining such specialized advice as may be necessary. The contents of this
document is based upon information available to the public that has been obtained from sources considered to be reliable. However, such information has not
been independently verified by BBVA and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts
no liability of any type for any direct or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of
securities or instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should be aware
that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve high risks and are
not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such
circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking any transaction with these instruments,
investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be
aware that secondary markets for the said instruments may be limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, directly or
indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, provide consulting
or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, executives or employees,
or may have interests or perform transactions in those securities or instruments or related investments before or after the publication of this report, to the extent
permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients
that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses
may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, photocopied or
duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may be copied, conveyed,
distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to comply
with these restrictions may breach the laws of the relevant jurisdiction.

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

The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and, indirectly,
the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they do not receive any
remuneration based on revenues from any specific transaction in investment banking.

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

“BBVA Bancomer, BBVA and its subsidiaries, among which is BBVA Global Markets Research, are subject to the Corporate Policy Group in the field of BBVA
Securities Markets. In each jurisdiction in which BBVA is active in the Securities Markets, the policy is complemented by an Internal Code of Conduct
which complements the policy and guidelines in conjunction with other established guidelines to prevent and avoid conflicts of interest with respect to
recommendations issued by analysts among which is the separation of areas. Corporate Policy is available at: www.bbva.com / Corporate Governance /
Conduct in Securities Markets”.
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