BBVA | reseance

Fconomic Outlook

Chile

Third Quarter 2013
Economic Analysis

The global economy is showing a cyclical weakening, above allin
emerging markets, and is facing more difficult financial conditions.

Growth in Chile has shown clear signs of slowing down
with a GDP expansion that would reach 4.2% y/y in 2013.
In 2014, we estimate an expansion of 4.4% y/y, lower than
expected three months ago.

The risk of an increase in the current account deficit has
grown and represents the main risk in the medium term
for the economy. We forecast a 4.6% deficit in 2013 and an
increase towards 5.1% of GDP by the end of 2014.

Inflation has been affected by temporary shocks. The
inflationary boost due to the devaluation of the peso, the
increase in the price of fuels and the absence of transitory
deflationary shocks makes us maintain an inflation forecast
of 2.5% at close of 2013.

The Central Bank would reduce the Monetary Policy rate to
4.25%. We do not currently consider bigger cuts consistent
with the recovery in the inflationary trend, the high current
account deficit and the still dynamic private consumption.
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T. Summary

The composition of global growth continues with significant levels of heterogeneity. The United
States shows a slow but steady recovery, and the possible withdrawal of the non-conventional
monetary stimulus is already being discussed. In Europe, fiscal adjustments have continued and
growth would show a recovery in the second half of the year, but at a slower pace than in the USA.
In China, the economic downturn is stabilizing and we expect that its contribution to global growth
will be somewhat lower than estimated a few months ago. The financial credit terms have worsen
for the emerging markets in the face of a contained reversion of capital flows, in response to the
downturn in those economies and to the signs of withdrawal of the non-conventional monetary
stimulus in the USA.

In Chile, economic activity has been more sluggish than anticipated, and our expectations of
growth have been corrected from 5% to 4.2% for this year, and from 4.7% to 4.4% for the next
year. In addition, due to the lower than expected growth in China for the 2013-2014 period, we
have changed downward our expectations of the average price of copper for the following years.
In particular, we expect an average price of around USD 3.24/pound this year and USD 2.95/
pound next year (vs. USD 3.45/pound and USD 3.26/pound, respectively). The above, combined
with the slowdown of the local economy, have depreciated the exchange rate significantly with
respect to our initial forecast. In this context, we raise our expectations for the exchange rate
towards closing figures of $514 and $524 per dollar for 2013 and 2014, respectively. We have
also corrected our current account deficit forecast from 3.8% to 4.6% for 2013 and from 4.2%
to 5.1% for 2014.

Inflation will start to recover following the disappearance of transitory deflationary shocks. After a
first half of the year with inflation below the projections, the second half of the year will present
a recovery in the inflationary trend that makes us maintain our inflation forecast for the closing
of 2013 at 2.5%. The recent devaluation of the peso will support the convergence of inflation -
particularly of tradables- to the center of the target range by mid-2014.

The Central Bank would reduce the monetary policy rate (MPR) to 4.25% at the most. These cuts
would materialize in the coming months, and the rate would remain at that level for the whole
of the first half of 2074. We do not consider additional cuts consistent with our base scenario,
particularly in view of the worsening of the current account deficit, the increase in the inflationary
trend and the still narrow labor market.

The public sector has continued with a high pace of budget execution from a historical point of
view that will lead to an expansion of fiscal spending of around 7% at the close of 2013. Lower tax
receipts associated with 2012 due to a reduction in collection from companies will lead to a bigger
effective deficit estimated at 1% at the close of 2013. The structural deficit remains as initially
budgeted at levels of 1% of GDP. Towards 2014, we expect our view of lower expansion of fiscal
spending to be confirmed due to downward estimates for trend GDP and the long-term price of
copper for 2014, which we estimate will decline to 4.8% and USD 2.9/pound, respectively. Thus,
the deficit would reach a 0.7% of GDP in that period.

The risks in this baseline scenario come from two fronts, with intensities somewhat different from
those forecast previously. On the one hand, domestic risks are associated with a somewhat lower
growth as a result of a more significant downturn in private consumption. On the other hand, more
significant declines in the price of copper are not to be ruled out if there is a bigger downturn in
growth in China. In this latter case, a greater increase in the current account deficit may require
curbing measures in the fiscal and monetary areas.
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2. Global environment: Slowdown in China
and uncertainty about the withdrawal of
the monetary stimulus in the U.S.

The global economy is showing cyclical weakness, above all in emerging
markets, and is facing more difficult financial conditions

The global economic situation is less favorable than it was three months ago, when we issued
our previous growth forecasts. We have therefore revised down our global GDP growth outlook
to 3.1% in 2013, 0.2 percentage points below the forecasts three months ago. For 2014, we
maintain our expectations of continued expansion, in this case at 3.8%, 0.2 pp below the figure
we forecast in the last quarter. At least two reasons lie behind this deterioration and the resulting
revision of our forecasts. First, the emerging markets are experiencing a sharper slowdown than
expected, reflected in a greater downward revision of its growth forecasts (Chart 1). Above all,
they include more moderate growth in China, due to its global implications beyond Asia, for
example on the South American economies. Second, there has been an unexpected event,
at least at the time when it occurred: the tightening of financial conditions at global level. This
increased stress has basically been the result of market reaction to the communication of the
details given by the Fed of its steady reduction and subseqguent reversion of the third round of
its quantitative easing program.

Making the markets used to less liquidity: the greatest impact will be on
emerging economies with bigger short-term financing needs

Although the reasons for this may be varied, most of the shift in financing conditions at global
level took place in mid-May, with the details announced by the Fed of its plans to limit and then
put an end to its program of monetary expansion. The Fed has also reaffirmed its commitment
to maintaining interest rates very low for an extended period and, perhaps more importantly, the
whole process is conditional on economic recovery: i.e. on the economy continuing at “cruising
speed”.

However, market reaction to this plan (even after being clarified in all its details) has been stronger
than probably desired by the Fed. As can be seen in Chart 2, long-term interest rates increased
by more than 100 basis points, while futures now discount the first rise in the monetary policy
rate for the start of 2015, practically one year before expected two months ago. In our opinion,
what is being seen on the financial markets is probably partly an over-reaction, as shown by
recent downward moves in both long-term rates and expectations of shorter-term rates. Even so,
the implementation of the mechanism has generated a process of restructuring of portfolios in
the face of the end of abundant liquidity, and thus of extra demand for bonds that kept interest
rates at exceptionally low levels. In our opinion, therefore, we are being faced with the start of
a cycle of normalization of financial conditions, with higher interest rates and lower demand for
risk assets.

Emerging markets have been most affected by the recent upsurge of financial stress. Currently
the situation has clearly reversed the positive funding conditions prevailing previously, with
capital outflows from emerging markets (Chart 3). As well as falls in the stock markets and bond
prices, there has also been a general depreciation in their currencies.

There are various factors behind these major capital outflows. As well as an immediate anticipation
of the new global liquidity scenario through a restructuring of portfolios, the cyclical weakness
of some large emerging markets and the growing risk of a steeper slowdown in China are
factors pointing in the same direction. Moreover, monetary expansion in Japan has done little to
generate the expected capital flows to emerging markets in search of higher returns.
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Overall, however, although the rate of capital outflow from emerging markets is very high, there
are reasons for optimism. First, the most recent data on capital flows show more moderate
outflows over recent weeks. Second, the profile of investors who have headed up the outflows
is of a shorter-term investment horizon, compared with institutional investors with longer-term
horizons. Finally, the portfolio reorganization has to take into account that if we are moving
towards an environment of lower central-bank support for liguidity, this is because the global
economic cycle is tending to improve. We should also not forget the fundamentals that emerging
markets have constructed in terms of their policy certainty and comparative advantages against
the most developed countries with respect to their solvency ratios.

Chart 1 Chart 2
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Slowdown in China: sluggish external demand and steps to limit indebtedness
and the scope of shadow banking

The recent tightening in the Chinese interbank lending market is an example of the side effects
of the Chinese authorities’ efforts to limit rapid credit growth, both in the official banking sector
and the credit generated by the shadow banking, which is unregulated. The commitment of the
authorities to achieve this goal has been made clear over recent months, as they have notably
allowed a liguidity squeeze in the interbank system.

The baseline scenario is still one of a continued moderate slowdown (Chart 4). The measures
taken to limit credit growth will act as a constraint to some extent, but even so, the Chinese
authorities appear comfortable with the current GDP growth rates, as they are the result of
changes that make for more sustainable (and quality) medium and long-term growth. Even so,
we still consider that the government has room for maneuver if the growth slips below the official
targets. The authorities have the instruments to prevent any accident to the financial system, at
least in the short term, and we do not rule out new economic stimulus measures.
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Chart 3
Capital flows to emerging markets Chart 4
(USD million, moving four-week average) China GDP growth (y/y %)
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More diversified global risk events, but with less potential impact

This highly likely global baseline scenario still has some uncertainty ranges somewhat more tilted
to the downside than to the upside, but with no high probability of disruptive events that would
prevent an outlook of, at least, sustained global growth in 2013 and 2014 near 2012 levels.
This diagnosis is a sign of a return to normality in the economic landscape.

The downside risks that could once again delay global recovery (relatively less likely than on
other occasions) would basically be the persistence of events that complicated the outlook last
quarter to the point of generating additional tensions in the conditions for accessing finance
and a decline in the confidence of the economic agents. This could be: i) a new, intense and
continued fall in the price of risk-less assets like the U.S. Treasury bond as a result of a market less
compliant with the wishes of the Federal Reserve; ii) a resurgence of doubts about the progress
towards banking union and the “exceptional nature” of Greece; and iii) a sharper downturn in
the Chinese economy amid its necessary process of economic rebalancing and adjustment of
the size of its financial system. Although it is true that the authorities have room for maneuver
to prevent “tail” events, the process of change faced by China is notable and requires extensive,
ongoing and decisive reforms.

3. Chile: Growth for 2013-2014 is corrected
downwardto 4.2% and 4.4%, respectively

The incipient signs of an economic downturn seen during the first quarter in
investment have also been detected in the manufacturing sector. However, private
consumption and government spending are still showing a significant expansion pace

GDP in the first quarter of 2013 grew 4.1% in annual terms, while in the second quarter it
would grow less than 4% annually. These figures were below our baseline scenario and explain
a large part of the correction of GDP expansion from 5.0% to 4.2% for the close of 2013. As
regards economic activity, the downturn in spending was due mainly to investment, although
this component would show a recovery over the next few quarters with the completion of
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mining and energy projects that have seen a slowdown in the engineering work related to
support tasks (Chart 6). The level of imports of capital goods is down, although they continue
to be high. Dynamic consumption continues to be supported by favorable labor conditions,
with unemployment rates closer to their all-time low and personal income growing at high rates.
Consumer confidence has seen marginal declines -somewhat higher in business confidence-,
while the Bank Lending Survey shows more restrictive conditions in supply and demand, mainly
in construction and real estate activities (Chart 7).

The manufacturing industrial activity has substantially moderated its expansion, mainly in sectors
more linked to foreign demand, while the food sector continues to benefit from the persistent
growth of basic consumer goods. In this context, supermarket sales continue to grow at a
pace above their historical averages. Durable goods consumption also continues to be strong,
particularly focused on cars and electronics.

Chart 5

Domestic demand: consumption, Chart 6
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After the acceleration of economic activity and spending in 4Q12, a moderation on the supply
side has been observed that was to some extent attributed to the political announcements
related to the tax reform (see Box 1). However, a large part of the slowdown is explained by
phenomena linked to the flagging in the execution of scheduled mining projects and a less
dynamic industrial sector. The discussion about the possible overheating that was maintained at
the beginning of the year has given way to concerns about a bigger slowdown and the possible
need for an additional monetary stimulus. Regarding forecasts for the year, the estimate for
GDP growth is adjusted significantly from 5.0% y/y to 4.2% y/y, with a lower contribution from
investment and private consumption, while investment would reduce its growth to 6.0% vy/y (see
Table 1 at the end of the document). However, domestic demand would bring its growth closer
to GDP expansion, growing 5.3% y/y in 2013 (Chart 5).

The labor market has continued to create jobs, although in a counter-seasonal way. Job losses
in agriculture and real estate have been offset by the creation of jobs in construction and the
retail sector. However, the unemployment rate remains at levels that allow the labor market to
be described as still narrow (6.2% in the April-June quarter), with real wages growing at a real
annual rate of 5% (Chart 8).

Regarding the foreign sector, exports would grow 2.7% y/y in 2013. Part of the slowing down
in shipments seen in the first quarter was due to stoppages caused by strikes at ports in March,
a situation that was quickly brought back to normal. However, imports would grow 5.7% vly,
with a negative contribution from the foreign sector to GDP growth, and increasing the current
account deficit during this year.
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Chart 7

Consumer and Business confidence (Index)
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Chart 8
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For 2014, we expect a slower convergence of growth towards the potential. This is the reason
why we corrected GDP expansion downwards from 4.7% to 4.4%. Meanwhile, domestic demand
will continue to slow down, with private consumption and investment growing 5.0% and 4.8%,
respectively. This downturn, combined a weaker Chilean peso in real terms, will make imports
lose strength and grow 4.4%. Lastly, toward 20714 exports will benefit from a more depreciated
real exchange rate and greater global growth compared with 20713, expanding 4.5%.

Box 1. Announcements of tax reform

With presidential elections scheduled for November
this year, it is worth looking at the tax programs of the
candidates who have more chances of being elected. In
particular, within the country’s political spectrum, that
envisages two big coalitions disputing the executive power,
only the opposition to the current administration proposes
substantial changes regarding taxes. This block, self-
named Nueva Mayoria (New Majority) and led by Michelle
Bachellet (MB), has included in its agenda changes to the
tax system that, according to their calculations and under
full operation, would make it possible to collect around
3% of GDP. Alianza por Chile (Alliance for Chile), that
represents the incumbent block and at the statistical close
of this report had not yet named its presidential candidate,
would not present relevant proposals regarding taxes.

Thus, we will focus on how the proposal of candidate MB,
who leads the surveys, expects to raise structural revenue
for the treasury of around 3% of GDP. The latter are mainly

focused on funding an educational reform and closing the
government’s current structural deficit. Below we describe
in general terms the main elements behind the changes
to the tax structure:

Income tax: In general terms, the proposal is based on
a rebalancing of the tax burden, raising the tax rates
for companies and reducing it for individuals. In this
context, the first proposal that has generated debate is
the elimination of the FUT (Tax Profit Fund), a mechanism
that takes into account the profits made by companies but
that have not been withdrawn by their owners, but rather
reinvested within the company or alternately in some
investment instrument in the financial system. Currently,
the withdrawal of profits from the FUT pays the first-
category tax for the 20%; however, in the consolidation
of income and settlement of taxes for individuals (global
complementary), they receive as a credit the tax paid by
the companies in which they participate as owners. In
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this sense, the current mechanism makes it possible to
postpone the payment of taxes as long as those profits
are reinvested, generating a support and incentive for
investment. Additionally, under the FUT scheme, the
companies would obtain a source of finance less costly
than the alternative of resorting to the financial system. It
is worth mentioning that the proposal for the elimination
of the FUT would not be retroactive for companies that still
have accumulated balances, but it would come into effect
from the fourth year of government, when the companies
would pay taxes on all the profits generated and not
only on the ones they withdraw. Additionally, as regards
income tax, the proposal includes a gradual increase in
the tax paid by the companies (or first category) from
the current 20% to 25%. Lastly, the reform envisages a
reduction in the marginal rate of the people income tax
for the upper band of income, reducing the current 40%
to 35%. It is estimated that these measures will result in
collection of around 1.92% of GDP.

Incentives for savings and investment: Given the
negative effects that the elimination of the FUT could
generate on investment, the reform incorporates a
compensation mechanism of instant depreciation from
the fourth year. In this way, the companies could discount
from the tax base all the investments made in one year.
Additionally, a tax exemption is included for capital gains
by individuals who save in financial instruments, up to a
maximum corresponding to the return of a risk-free asset.
However, it is estimated that these measures will generate
a reduction in tax revenue of around 0.271% of GDP.

Measures to support SMEs: Extend the base of companies
that can pay taxes based on simplified accounting. For
this, relaxing the requirement of sales below 5,000 UTM
has been proposed for all those that obtain sales below
14,500 UTM. On the other hand, there is a proposal to
eliminate simplified tax schemes, for example, the taxation
of presumed income, among others, mechanisms that
encourage the under-declaration of benefits. Lastly, in
order to solve a liquidity problem that SMEs face when
paying VAT, there are plans for the scheme to incorporate
the interaction of SMEs as suppliers of big companies.

Chile Economic Outlook

Third Quarter 2013

In general, large companies pay their suppliers (not only
SMEs) within 90 days, while the liquidity needs to pay
VAT are every 30 days. Thus, as a measure to reduce
the difference in the duration of shortterm assets and
liabilities in SMEs, large companies will be reqguired to
be responsible, in part, for the monthly VAT that small
companies owe. It is estimated that these measures will
generate a reduction in tax revenue of around 0.18% of
GDP.

Corrective taxes and elimination of exemptions: As
a measure to correct externalities, there are plans to
encourage the purchase of fuel-efficient vehicles through a
tax proportional to the cylinder capacity and differentiated
according to the type of fuel used. Another measure is
the elimination of the refund of the diesel-specific tax in
the industrial sector (SMEs would be excluded from this
amendment). There is also a proposal to change the
current tax on alcoholic beverages with a specific one
eguivalent to 20 UTM for every 100 liters of pure alcohol.
Along this same line, there are plans to replace the current
cigarette tax (a fix amount) with a specific tax per quantity.
Within two years, the stamp duty would be raised from
the current 0.4% to 0.8%, while SMEs will continue to
recover this tax by deducting it from the monthly VAT
payment. Lastly, the proposal envisages the elimination of
two tax exemptions, the first one related to the preferential
treatment of the real estate sector in VAT taxation. For this,
all real estate transactions among construction companies,
real estate agencies and other intermediaries would be
taxed prior to the sale to the end consumer. There are
also plans to restrict the current special VAT credit for
construction companies, limiting it to homes with prices
under 2,000 UF only. The second one is related to the
elimination of the tax exemption for private mutual funds
(PMF). It is estimated that these measures will generate
revenue of around 0.97% of GDP.

Lastly, the proposal envisages implementing stronger
controls to reduce tax evasion and avoidance, giving more
powers and resources to the Internal Revenue Service.
Revenue of 0.51% of GDP is expected to be collected with
this measure.
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4. Current Account Deficit: The main
medium-term risk

Despite the downward correction in private consumption growth, the current account
deficit shows an increase of 4.6% of GDP at the close of 2013 and 5.1% at the end
of 2014. That is based on a lower average copper price expected for this year (from
USD 3.45 to USD 3.24 per pound). The current account deficit’s sensitivity to the
price of copper is significant, and in one year we estimate it at USD 60 million for
each cent of a dollar reduction in the average price

Some necessary adjustments have taken place in recent months to correct the increase in the
current account deficit. In fact, the real exchange rate has depreciated in a context of a major
decline in the price of copper (Chart 9). In addition, domestic demand has slowed down, which
should contribute to reduce the deficit in the medium term. However, this risk becomes more
relevant if the decline in the price of copper intensifies, foreign finance conditions get worse and
private consumption remains dynamic.

In the first quarter, the balance-of-payments current account accumulated a negative balance of
USD 1,690 million, equivalent to 4% of GDP in the last rolling year, and we forecast a current
account deficit of 4.5% at the close of 20713. This deficit would increase towards 2014 due to a
slower decline in consumption with respect to the available revenue, leaving the deficit at levels
of 5.1% of GDP at the close of 2014 (Chart 10).

As to the financing of these growing deficits, as in 2012, foreign direct investment (FDD would be
the biggest source of flows, mainly in mining and in energy projects directly linked to that sector.
The automatic adjustment of the current account deficit takes place through the revenue in the
current account. Indeed, lower copper prices lead to lower revenue for the parent companies
of foreign corporations that exploit the mineral. Our estimate is that considering such automatic
adjustment, the current account deficit would increase by USD 60 million for each cent of a
dollar reduction in the average price of copper, considering a 1-year period.

To conclude, the sustainability of the current account deficit is directly related to external
inflation, long-term GDP and the level of international financial integration, measured as the net
debtor position with respect to GDP. Our estimates regarding the sustainable level suggest that
the Chilean economy could sustain a deficit of between 2% and 3% of GDP in the long term.
Consequently, we consider that deficits like those seen recently and forecast in our baseline
scenario are the main medium-term risk for the Chilean economy. Fiscal and monetary policy
measures that allow a healthy convergence towards sustainable levels may be necessary in the
coming quarters.

Chart 9 Chart 10
Copper price forecast (USD per pound, average) Trade and Current-account balance (% GDP)
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5. Inflation would recover in the absence
of transitory deflationary shocks and the
peso’s devaluation

CPI inflation will show a strong rebound during the rest of 2013 supported by the
recent devaluation, methodological adjustments by the National Institute of Statistics,
the absence of transitory deflationary shocks and increases in the electricity rates.
Consequently, we maintain our inflation forecast of 2.5% at the close of 2013 and
2.6% as of December 2014

Inflation showed high volatility in the first half of the year in monthly terms, mainly impacted by
electricity rates and other transitory shocks that led inflation to reach 1% in annual terms last
May. In addition, the strengthening of the peso and the lower fuel prices seen during the first
months reduced the inflationary concerns of the monetary authority.

In the above context, tradable goods inflation has been the main cause of the inflationary decline,
which stood at 0.9% vy/y in June, while non-tradable goods inflation remains in the center of the
target range at 3,1% v/y, despite suffering the deflationary shocks of electricity rates (Chart 11). In
any case, the underlying items excluding fresh food, regulated prices and indexed prices stand at
levels below 1.3% y/y. We forecast that this favorable inflationary scenario will be impacted upward
by the recent devaluation of the peso. Our estimates suggest that the inflationary transfer of the 7%
of the peso’s devaluation at the statistical close of this report will inject around 0.4% of inflation as of
December 2013. However, we maintain our annual inflation forecast at 2.5% for 2013, somewhat
higher than the figure reflected in the price of financial assets and analyst survey (Chart 12).

An aspect that also supports a better transfer of strong consumption to inflation is related to the
methodological improvements in the CPI price basket. During the first half of the year, the National
Institute of Statistics (NIS) announced revisions to the methodologies for measuring several
products in the price basket. This methodological revision is part of the ongoing improvement
processes undertaken by the institutes of statistics, and also takes advantage of the chance to
incorporate the new Family Budget Survey which will be applied as of January 2014 (see Box 2).

For 2014, inflation would converge with the target towards mid-year, although it would close with
an increase of 2.6%. We are still considering a bigger contribution from the tradable component
of CPI that would mostly include the transfer effects due to the devaluation of the exchange rate.
In addition, the slowdown in economic activity would make it possible to relieve the underlying
pressure of prices that is best included in the non-tradable component of the CPI basket.

Chart 12
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Box 2. Methodological adjustments to the CPI

The National Institute of Statistics has undertaken a
revision of the methodologies in order to correct the
prices of several relevant products in the CPI basket.
These improvements correspond to an ongoing process
of methodological progress that takes place in all the
statistical offices worldwide. After its application, a
Consumer Price Index (CPI) in accordance with the best
international practices is expected to be in place.

Clothing and footwear: This is one of the divisions whose
methodology has been thoroughly revised by the National
Institute of Statistics and the CPI Users Committee that
was asked to participate in the revision process. The
Committee held its first meeting at the National Institute
of Statistics last May 7, where the current methodology
for capturing prices was presented and the allocation
methodologies for clothing used in France, Sweden, the
United Kingdom and South Africa were shown. Problems
such as the absence of application of quality adjustments
for fashion were discussed. If the behavior of the clothing
and footwear division is compared with other countries
in Latin America, important differences can be seen. This
has generated consensus with respect to the fact that
the National Institute of Statistics is facing methodological
challenges in this division (Chart 13).

Chart 13
Clothing: International comparison
(Base January 2010=100)
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The methodological changes proposed involve providing
the interviewers with clear and precise instructions
regarding the product to be surveyed based on the most
objective criteria possible. In addition, the time period is
defined based on two large seasons of the year: Autumn-
Winter from February to July and Spring-Summer from
August to January. This criterion would be reinforced
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with the compilation of prices two months before and
two months after each season, which would be subject to
flexible representativeness.

The clothing and footwear division currently has a 5.21%
share in the CPI basket. It is worth pointing out that in
2012 the division saw an 11.3% decline, concentrated
mainly in the second quarter of the same year, registering
an accumulated fall of 8.9% (Chart 14).

Lastly, these improvements will be implemented in the
July CPI, published during the first days of August.

Chart 14

Prendas de vestir y calzado, cifras empalmadas
(Base enero 2010=100)
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was considered for the connection up to December of that year.
Source: National Institute of Statistics and BBVA Research

Rental: The National Institute of Statistics and the
Committee have detected the need to increase the size of
the sample and to add to the measurement new rentals
in the corresponding proportion. Under the current
methodology, the values of rented homes are set by
contract, so they differ from the market value for the same
rental. The Rental product has a 3.87% share in the CPI
basket and currently, in order to measure the effective
rental through the survey, a random sample of homes
that have declared the expense is considered.

When conducting an analysis in nominal terms, the Rental
has increased 10.5% from 2009 to 2012, while the
value of the homes has increased 28% on average (Chart
15). Should Rental have had the same variation in the
underlying asset, the gap would be approximately 0.7%
monthly in that period. The proposals for methodological
changes will be implemented as of January 2074, when
the new basket starts being used.
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Chart 15
Rental and home price changes
(Base January 2010=100)
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Chart 16
Domestic service
(Base January 2010=100)
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Domestic service: For this item, the National Institute of
Statistics has stated that the methodology reflects well
the variation of the index, and although it acknowledges
the existence of the variance, it sees no signs of bias, so
the adjustments will consist in increasing the sample size.
Domestic service has a 2.26% share in the CPI basket
and home surveys are conducted to measure its variation.
However, it is possible to do a comparison with a labor-
intensive service as the one seen in the Construction
IREM. In nominal terms, from 2009 to 2012 the Domestic
service index has grown 15.5%, while the Construction

Source: National Institute of Statistics, BBVA Research

IREM and general IREM have grown 25.6% and 21.5%,
respectively (Chart 16). The aforementioned proposal will
be implemented in the base year 2013=100, i.e. from
January 2014.

Insurance: The items that capture the prices of insurance
would also be reviewed by the National Institute of Statistics
in the light of the differences in their change with respect
to the information collected from the financial agents that
distribute and sell such insurance. Again, the adjustments
would be implemented in January 2014.
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6. Monetary Policy with moderate cuts
not beyond 4.25%

Monetary Policy has dealt with a balance of internal and external risks by maintaining
the Monetary Policy Rate (MPR) at 5% since January 2012. Within out baseline
scenario we have incorporated the bias towards a more pronounced monetary
relaxing delivered by the monetary authority. However, we consider that the increase
in the current account deficit, the recovery in the inflationary trend and the still
persistent dynamic of consumption would leave room for cuts of no more than 75
bp. Towards 2014, and in particular in 3Q14, the contractive cycle would begin,
closing the year at 5%

In its latest Monetary Policy Report (IPoM), the Central Bank delivered a scenario that considers
50 bp cuts, in line with private expectations at the time. The monetary policy meeting in July,
prior to the statistical closing of this Outlook report, explicitly stated that the consolidation of
the trends outlined in the last IPOM may require adjustments in the Monetary Policy Rate in
the coming months. The price of the assets and the expectation surveys has internalized this
message (Chart 17).

The Central Bank considers that the consumer confidence indicators and the more restrictive
lending conditions would anticipate a slowdown in consumption. In addition, it considers that the
current account deficit may tend to close in the medium term driven by the real devaluation of
the peso and the lower dynamism of domestic demand. Our position is still agnostic regarding the
need for more monetary stimulus, considering that the Monetary Policy Rate stands at the lower
part of the estimates of a neutral MPR. However, we must acknowledge that the explicit intention
of the Central Bank is to deliver more stimulus within the framework of fine tuning the monetary
policy so as to narrow the distance with respect to the reference rates of other emerging markets,
which has been an argument repeated in several of its statements (Charts 20).

Chart 17 Chart 18
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In the above context, we modeled an MPR cut of no more than 75 bp in the policy horizon for
the next 3 quarters that also supports our forecast of a 4.4% GDP expansion at the close of
2014. The beginning of the limited monetary easing cycle would start in September 2013, while
the contractive cycle would start towards the third quarter of 2014, closing at 5%.
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As we had anticipated in our Outlook report for 2Q13, the financial market has started to
internalize the greater risk of withdrawal of the non-conventional monetary stimulus by the Fed.
This phenomenon has occurred in a context of volatility, even though the upward impacts on
the sovereign interest rates have been very moderate compared with other emerging markets,
in part because of a message of the possible injection of monetary stimulus by the authority, and
also because of the low internationalization of the sovereign debt compared with other emerging
markets (Chart 18). In addition, we have observed appreciation impacts on the dollar at global
level and capital outflows from emerging markets. In fact, in Chile we have seen capital outflows
that sought to benefit from the interest rate spreads (carry trade) for approximately USD 10,000
million in the first half of the year (Chart 19). In addition, the local stock market has declined 14%
in pesos and 21% in dollars since January 2013, influenced in part by portfolio capital outflows.
Should there be an ordered scenario of withdrawal of the monetary stimulus in the United States
during this second half of the year, justified by the consolidation of growth of that economy,
together with a limited slowdown in local consumption, we consider that the Central Bank may
reconsider its intention to cut the MPR or announce very moderate cuts.

Chart 19 Chart 20
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/. Fiscal Policy: Spending is executed at
a fast pace, with settlement of dollars and
expansion that would end around 6% in
real terms in December 2013

We forecast higher effective fiscal deficits for 2013 and 2014, reaching 1% and
0.7% of GDP, respectively. That is a result of lower tax revenue from mining and
non-mining companies and a lower price of copper. The structural fiscal deficit would
remain at 1% of GDP this year and the next one

The fiscal balance reached a surplus of 0.6% of GDP in 2012 thanks to the good performance
of private consumption and good results at a non-mining corporate level. In fact, revenue not
related to mining increased 7% vy/y. while the contribution from Codelco shrank 31% v/y.
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In 2013, the Income Operation ended in April revealed a scenario with good receipts from items
more linked to consumption, particularly VAT collection. However, unlike the previous year,
taxation of non-mining companies was negatively impacted by lower profits, which are explained
by the increase in the cost of labor, the increase in the cost of energy and the strengthening of
the peso for those more linked to exports. This way, reported taxes shrank 17% vy/y, leading our
effective fiscal deficit forecast to be corrected from 0.3% of GDP to 1% of GDP at the close of
2013 (Chart 21).

In terms of budget execution, the state of the Central Government's operations as of June 2013
shows a real expansion of 6.8% y/y, with a revenue contraction of 5.6% vy/y. The pace of fiscal
execution is somewhat faster than that observed in previous years on the same date (Chart 22).
In addition, there is the liquidation of dollars in May and June for approximately USD 4,200
million as a way to execute spending, leaving an estimated remainder of no more than USD 800
million according to our estimates.

This scenario of lower revenue is explained by the aforementioned lower tax receipts. However,
we expect spending to continue to grow strongly, consistent with an effective deficit of 1%
of GDP, without missing the dual objective set by the Government 4 years ago. In fact, the
Government suggested presenting an average real expansion of spending lower than GDP
growth in the 4-year period, while respecting the structural fiscal deficit target of 1% of GDP.
For 2013, this means that spending would not grow more than 6.7%, and the authority has
already announced a real expansion of 5.9% as of December, a figure significantly higher than
the forecast GDP expansion of 4.2%. Against this backdrop, fiscal spending will continue to
contribute to the growth of domestic demand, but at a slower expansion pace during the second
half of the year.

Chart 21 Chart 22
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3. Balance of external and internal risks
closely linked to the price of copper

The main risk is associated with a slowdown of the Chinese economy that has an
impact on the price of copper. The impact on the external and fiscal balance would
be significant, particularly if the convergence at lower levels in the price of the metal
is abrupt

Despite the fact that Europe continues to be a source of external risk, the probability attached
to extreme scenarios has continued to decrease. In the case of Chile, the most significant
transmission channel for a crisis of this type continues to be its potential effect on the terms of
trade and exported volumes.

After the widespread conviction that the Fed would gradually withdraw the non-conventional
monetary stimulus in late 2013, which followed lower than expected growth figures in China
in the first quarter, the price of copper fell significantly in relation to the levels seen in previous
quarters. Against this backdrop, it is important to bear in mind the sensitivity of the fiscal balance
and external accounts to the price of copper. We estimate that each cent by which the price
of copper falls reduces the value of exports by around USD 120 million. The decrease in net
revenue from abroad would mitigate the adverse impact on the current account and we estimate
this figure at USD 60 million for each cent reduction in the price of copper.

As for the effect on the fiscal balance, a fall of one cent in the price of copper would involve
around USD 50 million in lost revenue. Thus, a fall of 32 cents of a dollar over the year would
lead to lower revenues of around USD 1,600 million. This factor alone would mean going from
a situation of fiscal balance to a situation of deficit somewhat higher than half a percentage point
of GDP.

In an adverse scenario, it is important to mention the significant fiscal and monetary room for
implementing counter-cyclical policies, as well as the sound fundamentals of the financial and
corporate sector. Taken together, they guarantee limited impacts on the economy.

Lastly, although the conditions for an adjustment of the current account deficit have started to
take shape through the real devaluation of the peso and the slowdown of domestic demand,
both have been relatively moderate so as to guarantee a convergence that allows preventive
and/or extensive cuts to me made in the Monetary Policy Rate. Starting an expansive and/or
significant monetary cycle in advance without seeing some dynamism in consumption with
respect to the available revenue could lead to an increase in the current account deficit in an
external scenario where the risks of additional falls in the price of the metal are still present.
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9. Tables

Table 1
Annual macroeconomic forecasts
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2010 2011 2012 2013 2014
GDP (% yly) 5.8 5.9 5.6 4.2 4.4
Inflation (% yl/y, eop) 3.0 4.4 1.5 2.5 2.6
Exchange Rate (vs. USD, eop) 475 517 477 514 524
Interest Rate (%, eop) 3.3 5.3 5.0 4.3 5.0
Private Consumption (% y/y) 10.8 8.9 6.1 55 5.0
Government Consumption (% y/y) 4.6 3.0 4.2 4.1 4.9
Investment (% y/y) 12.2 14.7 12.3 6.0 4.8
Resultado Fiscal (% PIB) 0.4 1.4 0.6 -1.0 0.7
Cuenta Corriente (% PIB) 1.5 -1.3 3.5 -4.6 5.1
Source: BBVA Research
Table 2
Quarterly macroeconomic forecasts
GDP Inflation Exchange Rate Interest Rate
(% yly) (% yly, eop) (vs. USD, eop) (%, eop)
Q1 1 9.8 3.4 479.7 4.0
Q2 1 5.8 3.4 469.4 5.3
Q3 11 3.2 3.3 483.7 5.3
Q4 11 5.0 4.4 517.2 5.3
Q112 5.1 3.8 485.4 5.0
Q212 5.7 2.6 505.6 5.0
Q312 5.8 2.8 475.0 5.0
Q412 5.7 1.5 4771 5.0
Q113 4.1 1.5 472.5 5.0
Q213 3.7 1.9 502.9 5.0
Q313 4.7 1.9 506.0 4.8
Q413 4.1 2.5 514.0 4.3
Q1 14 4.7 2.6 515.3 4.3
Q2 14 4.6 2.8 518.7 4.3
Q3 14 4.3 2.5 522.0 4.8
Q4 14 4.1 2.6 524.1 5.0

Source: BBVA Research
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This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
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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
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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
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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
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before or after the publication of this report, to the extent permitted by the applicable law.
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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.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within
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act 2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This document is directed only
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