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1. Introduction

This Financial System Report covers the period from October 2011 to September
2012, particularly focusing on the events that occurred in the wake of the publication of the
Financial Stability Board annual brief in March 2012. Rather than describing relevant events,
this Report aims at providing an account of the state of the Mexican financial system from the
central bankos standpoinde MmengodBmanporposes, promot i
development of the financial system and the adequate functioning of payment systems is
fundamental. Consequently, this report chronicles the evolution of the Mexican financial
system and infrastructure, encompassing most regulated financial entities. Moreover, special
attention is given to systemic risk assessment, which involves identifying circumstances prone
to hinder efficient financial intermediation that, in the worst-case scenario, would require
government intervention. Therefore, the emphasis is placed on the analysis of the risks the
system faces, as well as on its strengths, by using the information available as of the
publication of this report, with a special focus on commercial banks, given their utmost
importance as financial intermediaries.

During 2012, the international environment has significantly deteriorated, as a result of
the euro zone crisis aggravation, the difficult US economic situation and the weakening of
world economic activity. The measures implemented by the European Central Bank (ECB) in
December 2011 contributed to restoring relative calm on financial markets, after several
months of prevailing volatility. Nonetheless, as of April, sovereign risk premia in Eurozone
countries with a weaker fisca | podikeilbnally iamedsedSsrdficantly, and their
governments underwent greater difficulties to refinance debt maturities. The increase in
financing costs was al so triggered by both doubt
situation in some countries with a weak fiscal position, and the hardships some European
countries have struggled with to meet their deficit reduction targets on time. On top of that, the
complexity and delay of European processes to reach agreements resulted in prolonged
uncertainty and contributed to raising fear even more. The conjunction of the aforementioned
elements has given way to an extremely complex environment, which requires the
implementation of far-reaching measures in both the fiscal integration and banking unification
domains, and also in those related to structural reforms and competitiveness improvement.

On the other hand, the US political inability to set their public finances straight poses
another reason for recent concern. In particular, Me x i anai® commercial partner has failed
to legislate to prevent an exorbitant automatic fi
January 2013, which would surely throw the economy into a recession T hence the urgence to
adopt measures to soften the cut.

As for the global economy, several indicators show that the growth pace of developed
and emerging economies has slowed down, thereby causing a downward revision of global
growth forecasts for the current and the following year. This less optimistic outlook has led to
more moderate capital flows toward emerging economies. In September, diverse economic
policy announcements brought about positive reactions in international financial markets, of
which two are worthy of mention: the Outright Monetary Transactions (OMT) i the new ECB
programthatal | ows the purchase of E.U. sovereign bonds
agreement by the Federal Open Market Committee (FOMC) to make additional purchases of
mortgage-backed assets issued by U.S. government agencies so as to contribute to the
domestic economic recovery. However encouraging these steps may be, it will take time to
assess their effectiveness in the medium term. In like manner, as central banks have
indicated, these support actions can by no means substitute the fiscal and economic efforts
that some countries have to undertake to set aright imbalances and recover the path of
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sustainable growth. It follows that risks associated to the international environment continue to
be high.

Despite unfavorable international circumstances, during the period covered by this
Report, the Mexican financial system has continued to grow and encourage domestic
economic activity. The domestic financi al systembs progress,
can be explained, among other reasons, by the prevailing macroeconomic conditions of
stability, derived from the prudent fiscal and monetary policies put in place over the last years,
as well as strict financial regulation and oversight.

The stable macroeconomic environment is reinforced by a floating exchange rate
regime and an international reserve accumulation policy based on transparent mechanisms
having no direct effect on exchange rate determination. Thanks to the adopted regulatory
measures and a model based on foreign subsidiaries, the international crisis6é di r ect | mpact
the Mexican banking sector is expected to be limited.

Funds raised by commercial banks, especially by large-scale ones, come mainly from
retail deposits, contrary to what is typical in other countries and regions, where the expansion
of leading banks derives from market-based financing, stemming from overseas on some
occasions. This has resulted in corporate and household loans growing on a more solid and
stable basis, and in a lesser shock when confronted with a credit or liquidity crunch in
international markets. Nevertheless, the Mexican economy is not immune to global economic
fallout, nor is the domestic financial market entirely exempt from volatility in international
financial markets. It is all the more necessary, therefore, that authorities remain alert for the
timely identification of risks that could pose a threat to financial stability, and take, if
necessary, desirable steps to mitigate their effects.

The document contains eight sections. The second section of the report provides a
description of the international and domestic environments. The third section assesses the
strengths of Mexi can financi al intermediaries and
The fourth section evaluates the performance of domestic financial markets. The fifth section
relates the evolution of the infrastructure that supports the financial system. The sixth section
analyzes the financial position of households, firms and the public sector. The seventh section
presents the results of various stress tests, and by means of network analysis, looks at the
ability of the financial system to absorb market, credit and macroeconomic shocks. The report
wraps with a balance of risks and conclusions.

Financial System Report 9
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2. International and domestic environment

2.1 International environment

As of this yearb6s second quarter, gl obal fina

deteriorated, as a result of the escalation of the Eurozone crisis, a deleveraging process on
the part of some globalbanksipar t i cul ar | y iicate BRfiscalgiwation ard the
spreading of less favorable expectations for world economic activity. However, a number of
measures announced by monetary authorities last September, mainly in the U.S and the Euro
zone, have contributed to alleviating the stress experienced in financial markets. We present
below an analysis of each one of these topics.

The aggravation of the European crisis

After last year6 s t ur b ul ,efinancial arlarkess ureladively settled down in the
beginning of 2012. This, by virtue of measures implemented at the end of 2011 by the
European Central Bank (ECB) to provide banks with liquidity via long term loans and the
announcement of a handful of actions to strengthen the EU through a new fiscal agreement.*
But the resulting calm was merely transitory, and by April, markets were again experiencing
volatility. Concerns about Greece not honoring its commitments with the EU and the
International Monetary Fund (IMF), so much so that it would abandon the Monetary Union,
reached a critical dimension. Additionally, the uncertainty surrounding the Spanish banking
sector started to escalate in May in consequence of the nationalization of Bankia, thereby
boosting risk premia of EU countries with a weak fiscal position T like Spain and Italy-, and
thus engendering growing difficulties to refinance their sovereign debt.

The downfall that the EU has experienced since the second quarter of 2012, and
particularly, the increase in risk premia, can be explained, among other things, by the
following causes:

i. nvestorsdéd tacit acknowledgement t hat-fre€U

asset and that the adoption of a single currency is not an irreversible process, as
originally conceived.

ii. The tight link between sovereign and bank risks (sovereign-bank loop), and,
specifically, doubts over the financial situation of banks in some countries with weak
fiscal positions.

iii. The negative feedback between economic activity and tax collection, and,
consequently, the difficulties faced by countries that have implemented economic
adjustment programs to achieve their deficit reduction targets within the allotted time.

iv. The arduous interaction between EU subnational and national institutions, causing
delays in the implementation of regional agreements.

v. Increasing external imbalances in Eurozone countries, owing to discrepancies in their

macroeconomic conditions and perceptions

! These actions refer to the agreements reached during the Euro summit and announced on December 9, 2011. They set
a precedent for the Treaty on Stability, Coordination and Governance in the Economic Monetary Union signed on March
2, 2012 (box 1).

10 Financial System Report
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Self-evidently, the combination of the above-mentioned factors has given rise to an
overly complex environment, which will require the implementation of in-depth measures in
both the fiscal integration and banking unification domains, and also in those related to
structural reforms and competitiveness improvement. The remainder of this subsection
describes the nature of each of the aforesaid factors.

i. The sovereign debt crisis and the integrity of the Eurozone

As already mentioned, the European crisis intensified when international investors
realized that euro-denominated sovereign debt was no longer a risk-free asset. Indeed, the
second facility for Greece, passed in March 2012, included a restructuration of Greek debt
that brought about heavy losses for investors. The activation of retroactive collective action
clauses (CACs) allowed 95.7 percent of debtors to engage in bond swapping.? Yet, the loss
that investors suffered as a result of the restructuring process made EU sovereign bonds stop
being considered as risk-free assets. Further, the restructuring of Greek debt demonstrated
that the support given by European institutions to countries in financial distress is not
unlimited.

During the period of analysis, the fact that the adoption of a single currency might not
be an irreversible event became a source of growing concemn. Gr eeceds recu
achieve fiscal target s astablishGargeverhmenq aftertMaye 212
legislative elections put at risk the disbursement of a good deal of aid tranches by the EU and
the IMF. While new elections were being prepared, fears rose over the possibility that the new
government could disregard the formalized agreements relative to the second economic
adjustment program, thus pushing Greece to euro exit, what would imply a breach of the
single currency irreversibility principle.

Greeceobs possi bl e wit hd rasedaekpectatiors nthat tother
countries in a serious insolvency situation would follow suit (table 1). As a result, fiscal
weakness translated into premium increases iduetoi ns ol vency an dandcadar
from negligible rise in public debt refinancing costs in European peripheral countries with the
weakest fiscal positions (Graph 1). During that period, Greece saw a substantial decline in
bank deposits and a new upturn in its risk premium.

2 |In March 2012, the Greek government stated that 85.8% of bondholders had accepted the bond swap offer, which
jumped to 95.7 percent thanks to the CAC activation. In this fashion, the nominal value of debt declined 53.5 percent
(107 billion euros). This led the International Swaps and Derivatives Association (ISDA) Europe/Middle East/Africa
(EMEA) Determinations Committee to declare on March 9, 2012 that a restructuring credit event had occurred with
respect to the Hellenic Republic. This credit event significantly altered the derivative market functioning of Greek credit
default.

Financial System Report 11
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Table 1

Public finance indicators of selected E.U. countries, 2000-2013

Percentage of GDP

Public balance

Gross public debt

2000-08Y 2009 2010 2011 2012% 2013% 2000-08Y 2009 2010 2011 2012% 20137
Germany 2.0 32 -41 08 0.4 0.4 64.4 747 824 806 83.0 81.5
Belgium -0.4 56 -39 -39 3.0 2.3 95.9 957 956 978 99.0 99.4
Spain -0.2 112 94 -89 7.0 5.7 46.9 53.9 613  69.1 90.7 96.9
France 2.8 76 71 52 4.7 35 62.8 79.2 823  86.0 90.0 92.1
Greece -6.1 156 105 9.1 75 -4.7 103.7 129.0 1446 1654  170.7 181.8
Ireland ¥ 0.4 139 309 128 8.3 75 31.8 64.9 922 1065  117.7 119.3
Italy 3.0 54 -45 38 2.7 -1.8 105.5 116.0 1186 1201  126.3 127.8
Portugal -4.1 102 98  -42 5.0 -4.5 59.1 83.1 933 1078 1191 123.7

Source: |l MF6s World Economic Outl ook Database, October 2012

1/ Simple annual average
2/ Forecast

3/ The unusually high 2010 public deficit figure is due to the absorption of bank losses.

Graph 1
10-Year Sovereign Bond Yields (fixed rate)
Percentage
35 1 France Program to capitalize Spanish banks === i
Germany Rescue plan Greece 2 !
30 { =———Greece Greek debt restructuring 1, |1
Greece i E
Ireland Start of the single- joins the T
| currency Euro area Euro i
25 Italy Rescue plan f
Portugal Portugal
20 A Spain Rescue plan |
Ireland |
15 4 Rescue plan E
Greece 1 !
10 Greece admits its E
debt is considerably |
5 4
0 : : : : . . . : . o R .
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Figures as of September 2012
Sources: OECD and BBC
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Box 1

New measures to tackle the European crisis

Treaty on Stability, Coordination and Governance in the
Economic and Monetary Union. On March 2, 2012 all member
states of the European Union (EU), except the Czech Republic
and the United Kingdom, signed the agreement with the
purpose of strengthening budget discipline, coordinating
economic policies and ameliorating governance within the EMU.
On December 8, 2012, the basic outlines were announced. The
treaty shall not enter into force until January 1, 2013.

The Second Economic Adjustment Programme for Greece.
On March 14, 2012, Eurozone finance ministers approved
financing of the Second Economic Adjustment Programme for
Greece, which had been outlined during the October 2011
summit and its terms pronounced on February 21, 2012. In total,
the program amounted to 172.6 billion euros, including the
undisbursed tranches of the first program (24.4 billion euros).
Furthermore, considering the impact of the Greek sovereign
debt restructuring, which authorized private sect
engagement in bond swaps, the program committed an
additional 48 billion euros through the Hellenic Financial
Stability Fund for banks recapitalization. Dur i ng Gr e
restructuring, the EFSM offered 35 billion in bonds as collateral.
Compared with the first adjustment program, the second puts
forward structural reforms for growth and fosters a more gradual
public debt reduction approach.

ECB Measures. On December 8, 2011, a number of measures
were approved by the ECB to promote bank loans and liquidity
in the Eurozone. In particular, two actions related to long term
credit allocation® are noteworthy: a cut on the reserve
requirement ratio from 2 to 1 percent and the broadening of the
eligible collateral pool i by way of rating threshold haircuts for
certain asset-backed securities and the temporary acceptance
of current commercial loansT . In the face of low growth rates in
the Eurozone, on July 5, the ECB resolved to cut its reference
rates 25 basis points. Hence, the interest rate related to the
main refinancing operations declined from 1.0 to a historical
minimum of 0.75 percent. An additional announcement was
made on September 6 both introducing a new sovereign bond
purchase scheme in secondary markets i the Outright Monetary
Transactions (OMTs), whose purpose is to safeguard the
monetary policy transmission mechanism and the euro
irreversibility’1 , and eliminating minimum rating requirements for
collateral eligibility in countries under the OMT program or
requesting them.

The European Financial Stability Facility (EFsF) and the
European Stability Mechanism (Eswm).

Numerous agreements were reached at the June 29, 2012 euro

area summit, conducive to breaking the vicious feedback loop
between sovereigns and banks. The most important of which i

presented by the European Commission to the European

CouncilTl consists of a single
ECB for the oversight of banks, to be adopted at the end of
2012. This mechanism finally came into effect on September
12, 20122

Once in force, the EsM could directly recapitalize banks, subject
to observance of state aid regulations, which shall be laid down
for each entity, sector or the whole economy, and formalized in
a memorandum of understanding.

It was also decided that while this single supervisory
mechanism was being established, a flexible use of existing
securities would be made, so as to stabilize markets in member
states abiding by the country-specific recommendations and
other obligations derived from the European Semester,* the

@

Stability and Growth Pact, and the Excessive Imbalance
Procedure.’

Lastly, on July 9, 2012, the EFSF and the ECB signed a technical
agreement to enable the ECB to act as an EFSF financial agent,
what will make the facilityos

Recapitalization of SQ@nailyr2@ 28012
the EFSF and Spain signed a financial assistance agreement,
and the Eurogroup did likewise, besides issuing a Memorandum
of Understanding concerning the recapitalization of Spanish
financial institutions for an amount of up to 100 billion euros. On
September 28, 2012, independent consultants hired by the
Spanish government estimated the definitive amount to be no
higher than 60 billion euros. The aid will initially be provided by
the EFSF, which shall not have preferred creditor status, and it
will subsequently be taken over by the ESM, once this institution
becomes fully operational. The agreement allows unused funds
tohé€ destined to purchase Spanish sovereign debt in primary or
secondary markets. The Memorandum sets forth that Spain will
have to fully meet its fiscal obligations and stipulates a first 30
®DRliéhs euré/ gdad through the Fondo de Reestructuracion
Ordenada Bancaria (FROB) i the bank recapitalization fund of
the Spanish governmenti that
government ds debt. Loan matur
an average of 12% years. Moreover, in July, the European
Council agreed to grant one more year to the Spanish
government to correct its excessive deficit. Hence, Spain
committed to incurring a maximum deficit of 6.3, 4.5 and 2.8, as
a percentage of GDP, in 2012, 2013 and 2014, respectively.

Portugal, Ireland and Cyprus. The financial assistance
programs for Portugal and Ireland are still valid and funds have
been made available according to plan.® In both cases, fiscal
commi t ment s for 2012 ar e wi
performance has been better, due to public income exceeding
the forecast, whereas the opposite has happened in Portugal.
Lastly, on June 25, the Cypriot government formally requested
assistance to the Eurogroup. The European Commission, the
ecB and Cypriot authorities are currently working on the design
of a comprehensive adjustment program.

'On December 21, 2011, the ECB granted 489 billion euros in funds to 523
banks at a 1.0 percent interest rate and a 3-year maturity.

2ECB® pur c someseigrs borm$ will be made on the condition that the
beneficiary country will, firstly, sign a program considering bond acquisition in
the primary market, and secondly, comply with thereto related requirements.
The ECB did not s et s hnionmt and agreen totahremgulap
creditor status. Eligible bonds will have a one to three-year maturity.

% On the same day, the Commission introduced its plan for banking unification in
the Eurozone, which deals with topics related to oversight, regulatory
harmonization, a collateral framework for deposits and a resolution mechanism
fogthe preregion.s or y mechani sm |l ed by
4 Cycle of economic and fiscal policy coordination taking place the first half of
the year, introduced by the European Commission in 2010 to reach Europe
2020 targets.

® Supervisory mechanism whose objective is to prevent and rectify EU
macroeconomic imbalances, based upon a warning and sanction system for EU
member states not complying with recommendations.

® On November 28, 2010, the EU Economic and Financial Affairs (Ecofin)
Council and the European Commission agreed to grant a 85 billion euro loan to
Ireland. On May 17, 2011, the Ecofin Council and the Eurogroup agreed to
provide Portugal with financial assistance of up to 78 billion euros.
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ii. The sovereign-bank loop

There is a tight link between sovereign and bank insolvency risks.® Consequently, in
times of crisis, a weak fiscal position and a banking system in need of capital could generate a
vicious feedback loop reflected on run-ups in sovereign and bank risk premia (figure 1).

Figure 1
The sovereign-bank loop

Bankrisk

Considering the importance of global Spanish Banks to the Mexican financial system,
the analysis we present belFoomitdbeginnirgs the Eumopeship ai nds s
crisis has been characterized by a tight sovereign-bank link. This relationship has been
particularly obvious in Spain, where actions implemented by the local government to
strengthen commercial and savings banks in the last three years were not enough to ease
uncertainty ovewencyome entitiesdé sol

The situation became more acute at the beginning of May 2012, when the FROB (in
English known as Fund for Orderly Bank Restructuring) t ook over Bankia T1Tthe f
Spani sh bank1T and decreed new requiremearings for mo
their solvency.* Nonetheless, the fact that Bankia needed a capital infusion far higher than
estimated exacerbated skepticism about the Spanish banking sector as a whole. This, together
with a weak fiscal position (table 1), gave rise to international investor backlash.

Faced with growing lack of confidence, the Spanish government requested assistance
from the EU to recapitalize some banks (box 1). However, far from easing tensions, this action
aggravated the situation. Further concerns were brought up by the following events: the lack of
information regarding the origin of resources, and the ensuing virtual subrogation by current

% A fragile banking system will eventually put pressure on public finances, thereby exacerbating sovereign risk. However,
since banks are the main public debt holders, the intensification of sovereign risk translates into an increase in banking
risk; furthermore, a governmentés ability to capitalize banks i :
vicious loop.

Bankia resulted from the merger in December 2010 of seven savings banks (Caja Madrid, Bancaja, Caixa Laietana, Caja
de Canarias, Caja de Avila, Caja Segovia and Caja Rioja), organized as a Sistema Institucional de Protecciéon (an
Institutional Protection Scheme or IPS) under Spanish law.

14 Financial System Report
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creditors vis-a-vis European institutions®; and, the pot ent i al wor sening of t he
position, derived from the fact that the direct aid recipient was the Spanish government instead
of the banking sector.® I n June, the cost of Spai néver,theovereign

highest level ever since its adherence to the Monetary Union. On the other hand, the release of
two studies carried out by independent consulting firms hired by the Spanish government
initially contributed to market stabilization. Their results claimed that the Spanish banking
s e ¢ t recaftaization needs, even in a highly adverse scenario, did not exceed one hundred
billion euros, which the Eurogroup had already agreed to bestow on Spain.”

In June 2012, EU leaders announced new measures to restore confidence in Spain:
firstly, they resolved to avert subordination of Spanish debt to the assistance granted by the
ESM, with a view to reducing the cost of the Spanish governmentd slirect access to capital
markets; and, secondly, they put forward the possibility to directly recapitalize banks without
governmental liability, so as to break the vicious sovereign-bank loop.® Under those
circumstances, at the beginning of July, the European Council conferred to Spain one
additional year to adjust its public deficit. During July, tensions soared, owing to the fiscal and
liquidity situation of a number of Spanish autonomous communities, whose primary deficit was
considerably higher than the target set by the fiscal consolidation program. This problem has
definitely become an additional hurdle to put public finances on a sound footing. As a result,
the public deficit for 2012 is estimated to surpass the 6.3 percent target.’

In August, the ECB president made a statement anticipating a new scheme for the
purchase of sovereign debt, tied to intervention by the European rescue funds. In the
aftermath, spreading rumors about Spai nés i mmi nent application for s
ECB would intervene in sovereign debt secondary markets to abate funding costs for Spain
and ltaly, caused risk premia to plummet.

Premia dropped again on September 6, when the ECB Governing Council finally
disclosed technical aspects related to such intervention, denominated Outright Monetary
Transactions (OMTSs), which substituted the Securities Market Program (SMP) that had been in
effect since May 14, 2010 (box 1). Intervention by the ECB through OMTSs is subject to
conditionality imposed on signatory countries, what seems to have discouraged the likeliest

® Unlike loans granted by the EFSF, which possess the same statusas any countryos sofeeeceidtgn debt, t h
fully substitute the EFSF in 201371 shall hold preferiodyd creditor
over it. This resulted from an agreement reached by European authorities in June 2011. Henceforth, the uncertainty
relative to what mechanism would finally grant resources raised expectations about their preferential treatment, at the
expense of current Spanish sovereign debt holders.

® These concerns were confirmed on June 1 3 , 2012 when the rating agency Moodydés downgr
bondbés rating from A3 to Baa3 and placed it on review for possi.l
downgraded by one to four notches the long-term debt and liabilities for 28 Spanish banks. These events brought the

sovereign-bank loop under the spotlight.

On September 28, 2012, the results of several stress tests carried out by international consulting firms were released. In a

highly unlikely and adverse macroeconomic scenario, they estimated additional capital needs to climb to 59.3 billion euros

when integration processes underway and deferred tax assets are not taken into account. The amount comes down to

53.745 billion when those elements are considered. Concurrently, the Company for the Management of Assets (SAREB in

Spanish) 1 stemming from the banking sector reform passed in August 20121 will start operations in December. Its

purpose is to clean up the balances of banks by independently managing allocated real estate assets and bad loans

granted to promoters. SAREBO6s capital wildl be owned by both priva
®  The ESMbs capacity to directly the ennypintd foice of ¢he Fridgle Bupanvis@y i s subj ecH

Mechanism (SSM), presided by the ECB (see box 1).

In July 2012, the central government mandated the creation of a Regional Liquidity Fund of 18 billion euros to support
autonomous communities. Access to these funds is dependent on compliance with specific austerity measures. By
September, several communities, including Valencia, Murcia and Catalonia, had already voiced their intention to tap these
funds.

Financial System Report 15
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beneficiaries, namely, Spain. Thus, it will take time to accurately assess whether this new
measurebs effadingt s are | ong

Finally, apprehensions around the banking sector in Spain and other countries with
weak fiscal positions have become evident in significant imbalances in the Eurozone interbank
market (graph 2?), and also in the greater difficulties some governments are facing to refinance
maturities. The devices that the ECB has hitherto implemented to provide EU banks with
liquidity have kept their insolvency risk indicator from rebounding, as occurred in the second
half of 2011 (graph 2b); withal, EUb ank s & s h ar e slevelereaahednearleethisoyear
(graph 2c)

Graph 2
Liquidity granted by the ECB, bank insolvency risk in developed economies and stock
market indexes of selected European Banks

a) ECB liquidity granted to b) Three-month LIBOR-OIS c) Stock market indexes of
European banks” spreadZ/ Italian and Spanish banks
Million euros Basis points July 2011 = 100¥
1,800 4 m All Banks in the Eurozone United Kingdom 140 1 Unicredit. )
United States Monte dei Peaschi
1,600 A mBanks fn Spain 100 ~ European Union 120 4 ggr\\/tinder
1,400 4 mBanks in Italy 90 A Bankia
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Source: ECB, Bank of Spain and Bank Source: Bloomberg Source: Bloomberg
of Italy

1/ Refers to ECB loans to credit institutions |

2/ The overnight indexed swap (0IS) is a swap contract, where the index rate is the overnight interbank money market reference rate.
A wider LIBOR-OIS spread is indicative of greater fear of bank insolvency.

3/Index basis as of July 20, 2011.

iii. Feedback between adjustment programs and fiscal position

The adjustment programs implemented in Greece, Portugal and Ireland have aimed at
bringing public finances to a sustainable path, thus enabling their governments and banks to
access financial markets under normal circumstances. Nevertheless, when countries in
distress have limited funding sources, as is the case with the referred countries, tensions
between fiscal consolidation and economic growth run high in the short run, the reason being
that austerity measures tend to be stricter than in the case when funding sources are broader.

Under those conditions, and in the absence of structural reforms that stimulate
economic activity, the risk of adjustment

16  Financial System Report
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negative impact on economic growth and employment, is high.*® This possibility of failure
undermines market confidence and gives rise to the requirement of additional austerity
maneuvers, while worsening the recession climate and adding further complications to fiscal
consolidation. Lastly, the prolonged use of adjustment programs may give rise to fatigue in
beneficiary countries and cause political erosion in countries supporting them, thus thwarting
the possibilities of success.

The worst negative feedback loop between adjustment programs and fiscal position
has taken place in Greece. The fiscal targets set for the referred country during the first
adjustment program had to be revised by the second program, so as to acknowledge that the
fiscal situation was even more precarious and the recession deeper than originally estimated.*
As far as Portugal and Ireland are concerned, in contrast, the initially set targets have not been
modified. As for Portugal, targets continue to be reachable, despite increasing risks of not
meeting them, partly due to a worse than expected economic recession. ** With regard to
Il rel and, t hi s publio deficih @&e dxpected torstdysbelow the program target, a
downward revision of forecasts notwithstanding.*?

Tension between fiscal targets and economic activity is notable in countries that
adhered to the Excessive Imbalance Procedure, as stipulated by the EU Stability and Growth
Pact. This is the case for Spain since April 6, 2009, when the European Council advised that
Spanish authorities should wipe out the deficit by 2012. However, by cause of a sharper-than-

® Unlike other Eurozone countries, where fiscal plans are built on the basis of structural fiscal balance, Greece, Ireland and
Portugal have set targets on the basis of current fiscal balance, given the difficulties to get funds. This offsets the effects of
automatic stabilizers, which alleviate the adjustment pr ogramsdé recessi onal i mpact .
16, 2012, p. 7.

™ The first economic adjustment program envisaged to bring the fiscal deficit down from 13.6 percent of GDP in 2009 to 6.5
in 2012, thus letting gross public debt reach an approximate maximum of 150 percent of GDP in 2013. Though actually, in
2009, the Greek general fiscal deficit and gross public debt figures reached 15.6 and 129.0 percent of GDP, respectively
(IMF Fiscal Monitor as of July 16, 2012). It soon became evident that the recession would be worse than expected and
that fiscal targets wouldndédt be met. The second adjust
debt restructuring undertaken in March, estimated that the general budget deficit would slide from 15.8 percent of GDP in
2009 to 7.3 percent of GDP in 2012, and that gross public debt would stabilize, jumping from 129 percent of GDP in 2009
to 165 percent of GDP in 2013.

“portugal 6s publ i2012®@l8 and 2014 ate 4.5, §.6 and 2.3 percent of GDP, respectively. Even though
Portugal 6s 2011 recessi (¢h6vermsnad?2 pereett), éxpettations goiotrateacansderably higher
level for 2012 (-3.4 versus -1.8 percent) and the persistence of the recession in 2013, despite earlier forecasts of zero
growth for that year (-2.2 versus 0.0 percent).

Zlrelandds publ i ¢ de2012c2013 artd 2014 aret 65 7.5f Sodrand 2.9 percent of GDP, respectively. As of June
2012, growth forecasts have been revised downwards: 0.5 percent (versus 1.9) for 2012, 1.9 percent for 2013 (versus
2.5), 2.6 percent (versus 3.0) for 2014 and 2.9 percent (versus 3.0) for 2015.

* The estimated fiscal balances for Spain in April 2009, when the European Council issued its recommendation, were -6.2
and -5.7 percent for 2009 and 2010, respectively. Yet, the posted numbers were -11.2 and -9.3 percent, respectively. In
December 2009, the Council granted an extension to 2013 to eliminate excessive deficit, and, in July 2012, a further
extension to 2014. On the last occasion, it set deficit targets of 6.3 percent of GDP for 2012, 4.5 percent of GDP for 2013
and 2.8 percent of GDP for 2014.
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expected decrease in economic activity, Spain has been granted two extensions i to 2013 and
2 0 1 #oimeet fiscal targets ever since.'

iv. The difficulties to enforce agreements in the European Union

Unlike sovereign nations where government institutions and legislative bodies are able
to independently dictate economic policies, EU countries must agree on those policies at a
subnational and national level in accordance with a legal framework based on complex and
changing international agreements. The creation of a Monetary Union brought about new
challenges in the fields of economic coordination and international governance. The current
institutional arrangement in the EU should suffice to meet economic and monetary targets, in
order to achieve financial stability. However, particularly in times of crisis, it has proved itself
inappropriate to implement the essential agreements as promptly as needed.

The minimum time period to design the policies demanded by the crisis and forge
consensus among EU and EMU members 1 which is a prerequisite for the approval of such
measurest seems to keep European institutions from taking the swift and forceful actions the
situation demands. This lateness has a negative impact on the crisis cost and calls for deeper
measures to restore confidence, if they are to be credible.

v. Rising external imbalances

In the years immediately before the 2008-2009 financial crisis, an undeniable
convergence of funding conditions took place in the Eurozone countries. The adoption of a
common currency favored a significant decline in interest rates, especially in EU peripheral
countries, thereby reducing financing costs for both firms and governments. This convergence
of funding conditions occurred in spite of remarkable differences among countries, as far as
macroeconomic situation and, particularly, fiscal positions are concerned. In that manner, EU
countries with elevated debt or high public deficit levels would obtain funds under the same
circumstances as those which did comply with Maastricht criteria, on the sole ground that they
belonged to the Monetary Union.*®

Apart from relaxing fiscal discipline, lower financing costs turned into increases in
private expenditure, especially in countries where higher interest rates prevailed before the
adoption of the single currency. In those countries, the abundance of financial resources and
the increases in private expenditure led to inflation and a rise in labor costs above the
European average, and, consequently, to competitiveness losses and the deterioration of the
current account position. Nevertheless, the convergence of funding conditions and the ample
liquidity made it possible to easily finance external imbalances via capital inflows (graph 3).

Nevertheless, the instability in European financial markets and the sovereign debt crisis
have translated into poor access to external financing, on the part of periphery countries, and,
in some cases, in increasing capital outflows. Evidently, the resulting disequilibrium in the
balance of payments cannot be dealt with via an adjustment in exchange rates or domestic
interest rates; as a consequence of the euro adoption, these countries have waived the right to
have their own currency and an independent monetary policy. Under those circumstances,

' According to the Treaty on European Union, signed in Maastricht on February 7, 1992, countries which embrace the euro
must keep their debt-to-GDP ratio at a maximum of three percent and their gross debt-to-GDP ratio at a maximum of sixty
percent.
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disequilibria in the balance of payments tend to persist, and their adjustment must be sought
after by different means.*

External i mbal ances have become tangible in EU
positions through the payment system known as Target 2 (box 2), whose gaps have notably
widened as of the second half of 2011. That is, in order to finance their deficit balances and
cope with private capital outflows, countries in crisis have increased1t hr ough t he
their debtor positions vis-a-vis other countries in the Eurozone. Naturally, countries with
external surpluses have seen an increase in their creditor position.

Eur osyst

Graph 3
Inflation and current account balances in the eurozone, 1995-2008

a) GDP Deflator
Accumulated percent change

b) Current account balances
Annual averages

Slovenia 1333 Estonia 9.4
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Source: World Economic Outlook, iMF, April 2012 Source: World Economic Outlook, IMF, April 2012

By definition, the addition of a countryés current account and
international reserve variation, in the absence of errors and omissions. Yet, this equality relates to an accounting identity
and does not necessarily represent equilibrium in the
income in a given period, the balance of payments will show a current account deficit in that same period. This deficit can
be sustained if the country records a capital account surplus in the same periodicapi t al infl owsT, or i f the
has enough international reserves to make up for foreign currency negative differences. If the addition of both foreign

currency sources was insufficient, the current account deficit would be unsustainable, and external equilibrium would be

restored through an increase in the spread between foreign and domestic interest rates or a real depreciation of the

domestic currency or both. However, when a country belongs to a monetary zone, the adjustment process differs: the

nominal exchange rate cannot vary with respect to other members of the monetary union, and the real exchange rate can

only depreciate through reductions in domestic prices, namely wages. This implies a slow adjustment process during

which high levels of unemployment may be recorded.

bal ance of
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Box 2

The European Target 2 payment system

Consumption, savings and investment decisions taken on a
daily basis by individuals, firms and governments require
means or systems that allow transfer of resources among
economic agents. The so called payment systems make it
possible to carry out the required transfers through the financial
system. Central banks are generally responsible for managing
the most important payment systems, which allow commercial
banks and other financial intermediaries to transfer funds, on
their own account and on behalf of their customers.

Eurozone Banks transfer funds through a system known as
Target 2 (Trans-European Automated Real-time Gross
settlement Express Transfer system). The Target 2 enables
transfer of funds among commercial banks located in different
Eurozone countries. To that end, they use both the accounts
they hold in their own central banks and those the latter hold in
the European Central Bank (ECB).

The Target 2 payment system

Banque
de

France

Deutsche
Bundesbank

For example, if an Italian commercial bank wants to transfer
funds to a German commercial bank, the central bank of Italy
(Banca diddtaneolsly aredits the Italian commercial
bankos a c cdehity its Targetd 2 account, with the
instruction to debit the German central bank (Bundesbank) the
corresponding amount. For its part, the Bundesbank debits the
German commerci al bankos
own Target 2 account.

At day-end closing, the net balances of all transactions carried
out in
o n E Bofiss Consequently, the latter ends up with a credit
or debit position with regard to each of all central banks that
make up the Target 2 system. These positions represent
claims or liabilities by the ECB toward each one of
participating central banks. In turn, every central bank ends up
at day-end closing with a debit or credit position vis-a-vis the
ECB. Central banks with a credit position record the
corresponding amount in their assets, which is equivalent to
an increase in international reserves. Banks with a debit
position record that amount in their liabilities, which is
equivalent to having a larger external debt.

account

Eur oz o nEarget 2 attounts bre recardek s 6

Hence, transfer of funds among countries result from
consumption, savings and investment decisions made by
individuals, companies and governments in their respective
countries. Countries that consume and invest more than they
produce record a current account deficit; thus, they have to
offset the difference by tapping financial aid or drawing foreign
investment. In other words, they must generate a surplus in
their capital account. When foreign resources are not enough
to finance a countryo6s curren
bank uses international reserves to offset the difference,
interest rates must be increased or the real exchange rate
depreciated until reaching a new equilibrium. However, since
Eurozone countries do not possess a currency of their own,
current account deficits that are not counterbalanced by
capital account surpluses turn into their central banks holding
a debit position vis-a-vis the ECB.

Prior to the international f
and debit positions in relation to the ECB were relatively small,
for current account deficits were offset by capital account
surpluses. With the deterioration of the crisis, some countries
that used to record capital account surpluses have seen them
turn into deficits, while interbank markets ceased functioning.
This situation is leading to a debtor position surge of
peripheral central banks vis-a-vis the ECB and of the latter
with respect to the German and Finnish central banks.

Target 2 net balances on the consolidated balance sheet
of the Eurosystem as of April 30, 2012

Billion euros
1,200 14

Germany, Finland, Luxembourg and The

Netherlands 1,055

Spain, Greece, Italy, Ireland and Portugal
700 A

200 A

-300 A

accordingly and cred|t_§99i

-800 -
2007 2008 2009
Figures as of August 2012
Source: Institute of Empirical Economic Research - Universitat
Osnabriick

2010 2011 2012

Lastly, although centr al-avisahe K
ECB are backed by collateral, the ECB has diminished the
quality of eligible assets. Further, the ECB has started to
accept as collateral from commercial banks non-marketable
assets and securities backed by assets stemming from their
loan portfolio, as long as these instruments are in their turn
backed by government collateral.
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Deleveraging and fragmentation of the financial system

The adoption of a single currency favored a rapid financial integration process within Europe,
characterized by a substantial increase in cross-border exposures and thus in the convergence of financing
conditions in the Eurozone. Nonetheless, with the advent of the crisis, cross-border exposures turned into a
reason for great uncertainty, since they represent a potential channel for contagion between peripheral
countriesd sovenrteriagn Euerbotp eadns@Thdomed koistreggthendank mlances, the
additional capital requirements set forth by the Basel Committee and the European Banking Authority
(EBA), together with disruptions in the European interbank market have led international banks to reduce
assets with higher capital requirements (graph 4a and b).

Graph 4
Financial system indicators in various advanced economies

a) Depository institutions b) Regulatory capital to risk-
) €p y 1y ) Reg Atory cap c) Cross-border loans?
credit to the private sector weighted assets
Real YoY percent change Percent Billion dollars
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Figures as of June 2012 Figures as of December 2012 ggﬁrr;s_ %Sz;\gvfﬂoarrlcnr;ezrg;ﬁonal
Source: IMF, BCE, Haver Analytics Source: IMF .
Settlements
1/Loans to the non-financial private sector (non-financial firms and households) include loans, securities, equity and other capital
instruments.

2/ The criterion to define cross-border loans published on statistics based on ultimate risk is the residence of the guarantor that bears
the ultimate risk. Hence, credits will be defined as cross-border if and only if the guarantor that bears the ultimate risk resides in any
country different from the |l ending bankés country of residenc

Thus, Eur opean b abolder &xposures sawve significantly diminished, giving rise to a
phenomenon known aimstheii mastmentrdecisiond Thissrénd may have lessened the
i mpact of default on sovereign debt by a peripheral C
but has indeed contributed to financial fragmentation. This situation offers stark contrast to the performance
of American and Japanese banks, which have seen an expansion in the volume of cross-border loans
(graph 4c). Nonetheless, this increased intermediation is not enough to make up for the disintermediation
of European banks. It is also worth mentioning that a higher concentration of financial intermediaries
carries the risk of lower diversification. Specifically, this risk could materialize owing to a worsening of the
US or Japan situation.
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The complex fiscal situation in the United States

The United States efforts to address their fiscal imbalance are still in progress.*’ In fact, sundry
political and legal issues have added to the situation, thereby intensifying risks for the global economy, and,
in particular, for the Mexican economy. Those risks may derive from three intrinsically related topics:

i. Fiscal CIliff. The fact that legislators may not reach agreements before the expiration date of
several tax regulations by the end of 2012, has raised uncertainty over a possible recession,
caused by an abrupt correction of public deficit in 2013.

ii. Debt ceiling. The debate over t he feder al g 0 which rgave mide &ts
heightened tensions in financial markets and the downgrading of the US sovereign debt in the
summer of 2011, may make a comeback in January 2013.

iii. Fiscal consolidation. The delay in defining a long-term tax consolidation strategy undermines
confidence in the US dollar as a global reserve currency and raises funding costs for the US
government.

A summary of the main components of each of these topics is presented below. At the end of the
chapter, the more recent measures promulgated by the Federal Reserve System relating to its conduction
of monetary policy are commented on.

Graph 5
Fiscal indicators and current account deficit in the United States
a) Public deficit b) Net public debt c¢) Current account deficit
Percent of GDP Percent of GDP Percent of GDP
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7 According to the U.S. Congressional Budget Office, the public deficit for the 2012 fiscal year shall amount to 1.128 billion dollars,
accounting for 7.3 percent of GDP (graph 5a). Also, net federal debt in public hands shall account for 73 percent of GDP at year end,
doubling the 36 percent recorded before the beginning of the crisis in 2007 (graph 5b).
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i. Fiscal cliff

The #ff i seferstoabeuptipdblic deficit cuts that might take place in the United States during
2013, provided legislators do not reach agreements on tax issues and public expenditure, given the
expiration of diverse regulations by the end of 2012. The estimated shock ranges from 500 to 800 billion
dollars (between 3 and 5 percent of GDP), depending on whether the fiscal or calendar year is taken into
account, among other things. Approximately, higher taxes would account for two thirds of the adjustment
and lower expenses for one third. If that were the case, the fiscal cliff would cause a sharp contraction of
aggregate demand, and, consequently, the US economy would slide into recession, with inescapable
effects on the global economy. Moreover, the fiscal cliff would particularly have a negative impact on the
US financial system, for it is just getting over from the 2008 financial crisis and undergoing an adaptation
process to a more compelling normative framework.

Esti mates of the fiscal cliffds impact on US
the shock. The Budget Office estimated the shock in nearly 500 billion dollars during 2013, and predicted it
would cause a contraction in US economic activity equivalent to 0.5 percent YoY in the fourth quarter of
2013 and a rise in the unemployment rate to 9 percent in the second half of the same year. *® Some private
analysts consider, though, that taking into account the fiscal year i which starts in October of the previous
cal endar year and uederdssimatesitheSiremfthe shoak,rsince a great deal of changes
in fiscal policy occur during the last three months of 2012 or in January 2013. When taking the calendar
year as a reference, the shock is estimated to surpass 800 billion dollars in 2013 (approximately five
percent of GDP), thus generating a contraction of one percent in US economic activity and an increase of
9.5 percent in the unemployment rate.**

A new U.S. economic recession not only would
who are already coping with the unfavorable conditions that have prevailed in labor and real estate markets
in recent years, but would also affect the domestic financial system and the global economy. The more
direct consequences on US banks would be a contraction of credit demand, a fall in profits and a brake on
the merger and acquisition process that they are currently undergoing.

A drop in bank loans would once again inhibit the purchase of new housing, which has been picking
up for some time. Although US banks, especially larger ones, currently have far more solid balances than
on the eve of the 2008 financial crisis, a new recession would particularly be ill-timed, as new measures are
still being put into action to enforce recent regulation stemming from the Dodd-Frank Act; moreover, such
institutions also have to deal with the uncertainty associated with the enforcement of the above said
regulation. Lastly, if it is true that in the worst-case scenario the 2013 recession would climb to as much as
a third of that observed in 2009, the international economic environment is now more complex. As
mentioned below, the Eurozone as a group will see a contraction of economic activity during the current
year and meager growth in the next one, while the economic activity of developing countries also gives
evidence of a slower pace of growth.

ii. Debt ceiling
Fiscal cliff risks could increase exponentially, particularly, because during the period in which they

could materialize, the US Treasury could start putting pressure on the Congress to elevate the previously
set debt ceiling. As mentioned in the Report published in October 2011,% national controversy over raising

According to the U.S. Congressional Budget Officed s f o, ithe pualis tleficit would fall from 1.128 trillion dollars in the 2012 fiscal year
(7.3 percent of GDP) to 641 billion dollars (4.0 percent of GDP) in 2013. See Congressional Budget Office: An Update to the Budget and
Economic Outlook: Fiscal Years 2012 to 2022, August 2012.

19 See Citi Research: U.S. Macro Focus, The Fiscal Cliff: Assessing the Policy Risks, September 21, 2012.
% See Financial System Report: September 2011, published in October 2011, p. 12.
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the debt ceiling Twhichreached a c | i max i n riadd itclean that dowwereign dgbthalders are
not only exposed to the possibility of insolvency on the part of issuing governments, but they are also
subject to risks of political nature. Indeed, once the presidential election has passed and the new Congress
resumes the fiscal debate, such risk may be revived at the end of this year by the fact that once again the
government would reach the ceiling approved by Congress. A new conflict of this nature would confirm that
American policymakers are rather more concerned with domestic affairs than with providing international
financial markets with a risk-free asset.

iii. Fiscal consolidation

According to the Con grbassline pmjedcidns, B/ uhd gnd of th©2012ifiecal 6 s

year, US net public debt held by the public will total 11.318 trillion dollars, accounting for 72.8 percent of

GDP; this ratio will reach a maximum level of 76.6 percent during the 2014 fiscal year and will decline

gradually afterwards. Nevertheless, such scenario, designed as a mere benchmark, assumes there
be any changes to current tax policies, that is, that the fiscal cliff will occur. Under t he Offi ceds
fiscal scenario, which embodies the assumption that most tax and spending policies will be continued, the

public debt-GDP ratio follows a completely different path: it would exhibit an upward trend, exceeding 80

percent by fiscal year 2012 and growing indefinitely thereafter.

Such a divergent path would be unsustainable and would bring about a serious crisis. However, the
path suggested by baseline projections is not desirable either, given the huge short-term costs imposed by
the fiscal cliff. Therefore, the United States are in need of a structural reform in public finances, that will
enable the adjustment of long-term disequilibria, without imposing disproportionate sacrifices in the short
run. This fiscal consolidation should encompass measures to both make public spending viable and bring
tax collection to the levels observed in other developed countries. The structural reform is in hands of the
US Congress and will demand that the Democrat and Republican parties reach definitive agreements.
Otherwise, tensions in financial markets will only continue to grow over time, putting the reserve currency
status of the dollar in peril, and hence, the prerogative to obtain inexpensive funding. Given the not
inconsiderable current funding needs of the US economy, an increase in interest rates would translate into
a substantial incrementi n t h e fnancia tostsy 6 s

In this context, the Fed Open Market Committee stated at its mid-September 2012 meeting that the
economy had been growing at a moderate pace over the last months, thus leading to a high unemployment
rate and a slow pace of job growth. Additionally, it expressed concerns that, without the stimulus of
additional policies, US economic growth could be insufficient to generate a sustained improvement of labor
conditions. Moreover, it pointed out that current global financial market conditions still pose a downside risk
for economic activity, and predicted that medium-term inflation in the US will oscillate around or even below
the 2.0 annual target. That said, the Committee agreed to put an additional monetary stimulus in effect, in
order to promote economic recovery and job creation, consisting of additional 40-billion monthly purchases
of mortgage-backed assets issued by US government agencies. For the same purpose, it also committed
to continuing through the end of the year the program that extends the average maturity of the Federal
Reserveds hol diimgnsunced lastslenety and toiregngesting principal payments from its
holdings of agency debt and agency mortgage-backed securities. With these actions, the Committee
intends to put downward pressure on longer-term interest rates, support the mortgage market and help
make financial conditions more accommodative.
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The weakening of global economic activity

The surge in optimism observed during the first quarter of this year, boosted by measures
implemented by the ECB and actions announced by Eurozone authorities at the end of last year, had
already vanished by the second quarter. The revival of financial tensions across Europe and the release of
diverse indicators showing that the pace of growth of both developed and developing countries had slowed
down brought about not only a downward revision of growth forecasts for the global economy for this year
and next year, but also a moderation in capital inflows toward developing countries

At the beginning of October 2012, the IMF published its World Economic Outlook, where it revised
global growth expectations downwards from number reported in mid-July 2012 (table 2), which had in turn
been revised downward, in regard to those of last April. The estimates presented in October correspond to
a base scenario built upon two fundamental assumptions: 1) policymakers in Europe will put into effect a
sufficient number of measures to both reduce and keep sovereign spreads at low levels, and significantly
restrain capital flows from the periphery to the core, and 2) policymakers in the US will take action to
prevent the fiscal cliff, opportunely raise the debt ceiling and implement a comprehensive plan to restore
fiscal sustainability. Therefore, it is clear that the risks to global growth foreseen by the IMF remain
elevated, for whatever failure to meet these assumptions could cause a new fall in growth expectations.

Table 2
Revision of growth forecasts by the International Monetary Fund
Percent
Forecasts Difference with regard to

July 2012 forecasts

October 2012 A
percentage points

2011 2012 2013 2012 2013

Global economy 3.8 3.3 3.6 -0.2 -0.3
Developed countries 1.6 1.3 15 -0.1 -0.3
United States 1.8 2.2 2.1 0.1 -0.1
Eurozone 1.4 -0.4 0.2 -0.1 -0.5
Germany 3.1 0.9 0.9 0.0 -0.5
France 1.7 0.1 0.4 -0.2 -0.5
Italy 0.4 -2.3 -0.7 -0.4 -0.4
Spain 0.4 -1.5 -1.3 -0.1 -0.7
Japan -0.8 2.2 1.2 -0.2 -0.3
United Kingdom 0.8 -0.4 11 -0.6 -0.3
Canada 2.4 1.9 2.0 -0.2 -0.2
China 9.2 7.8 8.2 -0.2 -0.2
Brazil 2.7 15 4.0 -1.0 -0.7
Mexico 3.9 3.8 3.5 -0.1 -0.2

Source: World Economic Outlook, IMF, October 9, 2012

United States

Indicators of the US economic activity relative to the second quarter confirm that, during the first
half of 2012, a deceleration of economic growth occurred. In contrast with Europe, US growth expectations
for this year have remained relatively stable, although those corresponding to 2013 have clearly been

revised down. Hence, the quarterly GDP change -seasonal | y adj ust e dcaraetdova fframu a |

4.1 percent in the fourth quarter of 2011 to 2.0 percent in the first quarter of 2012, and then to 1.3 percent
in the second quarter of the same year. On the other hand, in September, analysts expected that the US
economy would grow at 2.1 and 2.0 percent in 2012 and 2013, respectively, whereas in January of the
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same year, the corresponding predictions were 2.2 and 2.6 percent.?! Less favorable economic conditions
derive from the poor performance of labor markets, the moderate growth of industrial production and a drop
in consumer confidence, owing to the employment situation and uneasiness in financial markets.

Europe

The Eurozone financial crisis continues to undermine European economic activity. Official
estimates show that economic activity in the EU and the Eurozone contracted in the second quarter of this
year, after having stagnated during the first quarter.?? Indicators suggest that the growth of the German
economy has diminished and that the French economy has entered into a phase of stagnation, while
confirming that the Italian and Spanish economies are in recession. The UK economy joins in, registering a
decline for third consecutive time in the second quarter of 2012.* Further, predictions of economic
contraction for the Eurozone have been revised to the upside for 2012 and 2013.%*

Developing countries

Growth in developing countries has slowed down due to domestic and international causes. In
some countries, a slower loans growth is noticeable, which could be heightened by global bank
deleveraging. On the other hand, the deceleration in China and Brazil are particularly noteworthy, with
prospects of a continuation of this situation in both countries, despite efforts made by their governments
and central banks.

During the second quarter of 2012, the Chinese economy registered an annual growth rate
considerably lower than that reported in the first quarter; in fact, the lowest ever since the second quarter of
2009. This resulted in a downward revision of growth expectations for 2012.° The Chinese growth
deceleration has had repercussions on the economies of its commercial partners and international prices of
commodities. Br azi | , w h o s e destiration rs IClsina, hasd¢en it by this situation, recording a
continuous slowdown of growth, reflected in lower growth rates for the secondary and tertiary sectors, and
a serious contraction of the primary sector. Analysts have consequently revised the annual growth forecast
for Brazil downwards at around 1.6 percent. If this were the case, Brazil would turn out to be one of the less
thriving economies in the region.?

As of the second quarter of 2011, a gradual capital outflow from emerging economies has taken
place, both in stock and money markets, as institutional investors seek refuge in safe-haven assets. This
reversed flow is greatly due to the deterioration of the situation in the European periphery. Nevertheless,
the trend reversed during the first quarter of 2012, thanks to measures enforced by the ECB to provide

2 Blue Chip Economic Indicators, October and January 2012. In 2011, the US annual growth rate was 1.8 percent.

2 The seasonally adjusted GDP of countries in the Eurozone (17) and the EU (27) decreased 0.2 percent during the second quarter of 2012,
and 0.1 with regard to the previous quarter (both rates were 0.0 during the first quarter). Compared to the same period of the previous
year, during the first quarter, the seasonally adjusted GDP declined 0.5 percent in the Eurozone and 0.3 in the EU, whereas in the first
quarter the rates were 0.0 and 0.1 percent, respectively (Eurostat, September 6, 2012).

% During the second quarter of 2012, the seasonally adjusted GDP in the UK fell 0.5 percent in regard to the previous quarter, whereas in
the first quarter of 2012 and the fourth quarter of 2011 it declined 0.3 and 0.4 percent, respectively (Eurostat, September 6, 2012).

# In October 2012, predictions for GDP annual growth in the Eurozone ranged between -0.5 and 0.2 percent for 2012 and 2013,
respectively; in last January, the same figures were -0.3 and 1.0 percent (Consensus Economics, Inc., Consensus Forecast).

® Chi nvaydGOP grew 7.6 percent during the second quarter of 2012, after having recorded an increase of 8.1 percent in the first quarter
of the year and 8.9 percent during the last quarter of 2011. In October 2012, analysts expected the Chinese economy to grow 7.7 and 8.1
percent in 2012 and 2013, respectively. Last April, those figures were 8.4 and 8.5 percent, respectively (Consensus Economic Inc., Asian
Pacific Consensus Forecast).

% Consensus Economic Inc., Latin American Consensus Forecast, September. In June, the Brazilian government announced a stimulus
package to boost the domestic auto industry, which included temporary tax cuts on auto purchases and lower reserve requirements for
banks, so as to promote loans growth for vehicle acquisitions.
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liquidity and the announcement of new EU agreements at the end of 2011 (box 1). These events had a
positive, though temporary, impact on financial markets, thus allowing developing countries to receive
substantial capital inflows. However, as of the second quarter of 2012, short term capital inflows to
developing countries diminished again (graph 6), raising fears of a future reversal in such flows. In this
highly-sensitive environment, the recent announcements made by the ECB and the Fed have contributed
to exacerbating uncertainty even more.

Graph 6
Cumulative capital flows to developing countries
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Graph 7
Energy, food and commodity indexes
a) Energy index b) Food index ¢) Commodity index
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The high volatility associated to capital inflows toward developing countries has affected foreign
exchange rates. Given the tight interconnection among international financial markets, events in one
country or region have nearly immediate effects on financial markets in different regions. These trends
have complicated the conduction of monetary policy in developing countries. On the other hand, recent
signs of a slowdown in the global pace of growth have generated a decline in commaodity prices, thus
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offsetting inflationary pressures in economies receiving capital inflows (graph 7). In response to this
situation, some countries like Brazil, Indonesia and Thailand have adopted measures to isolate their
economies from the higher volatility related to capital flows; yet, some of them are marked by a
protectionist bias.

2.1 Domestic environment

During the first half of 2012, the Mexican economy was relatively resilient in the presence of high
volatility and uncertainty in international financial markets, resulting from the existing difficulties in the
Eurozone and the decelerating world economy. Despite adverse global economic conditions, the domestic
economic activity continued to exhibit a positive trend and remained significantly unaffected by the
international context (graph 8a). It is worth mentioning that, during the third quarter, the Mexican economy
continued to grow, though at a slower pace. Manufacturing exports as well as some components of the
domestic demand were evidently affected by the disadvantageous international economic environment.

The performance of the Mexican economy during the first half of 2012 reflected both the impetus
provided by the external demand to manufacturing production and the domestic demand momentum.
Although a slowdown in external demand had been registered by the end of 2011, it picked up during the
first half of 2012, fueled by the more positive performance of US industrial activity and the depreciation of
the real exchange rate, compared to the same period last year. The external demand upswing was mainly
driven by the US economy, whereas manufacturing exports to other destinations increased (graph 8b).

On the other hand, even though domestic expenditure exhibited a relatively lower growth rate than
that of the external demand, it kept to a growing path. It should also be noted that private consumption
sustained an uptrend, although some consumption determinants displayed certain weakness, as is the
case with average real wages, whose negative variations affected the evolution of the real wage bill and
family remittances. Yet, other variables, like consumer loans exhibited a more positive performance (graph
9).

Gross fixed investment showed an upturn during the first half of 2012 (graph 10a), mainly due to
the impetus of investment in machinery and imported equipment (graph 10b). It appears that investment
growth would partially be a reflection of the fact that the installed capacity in the manufacturing industry has
been recording an upward trend, returning to pre-crisis levels. Lastly, during the first half of the year, the
current account balance remained at moderate levels, in a context where the economy was comfortably fit
for tapping funds to finance it (graph 10c).
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Graph 8
Global Economic Activity Index and manufacturing exports
a) Global Economic Activity Index b) Manufacturing exports by destination
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1/ Trend and seasonally adjusted figures

A series of supply shocks in recent months increased prices of some food products, particularly the
non-core price sub-index, and led to a considerable rise of headline inflation. Hence, headline inflation
surpassed the upper limit of the variability interval by around 3 percent and has remained in high levels for
several months. In this regard, Banco de México has already stated it estimates this inflation increase to be
temporary, given the transitory nature of the aforesaid shocks, and that both core and headline inflation will
resume a downtrend in the rest of the year. Nevertheless, the central bank also warned that, should these
shocks persist i however transitory they may bet, and in the event an expected trend reversal does not
occur, it would harden its monetary stance.?

It follows that, despite the impact of a relatively adverse international environment, the Mexican
economy maintained its pace of growth during the period covered by this Report. Growth was based on its
internal and external components, while the current account balance remained moderate. This
performance is a consequence of sound macroeconomic fundamentals and a strong banking system.
Henceforth, as explained in subsequent chapters, the herein described factors have given rise to a
considerable expansion of bank and non-bank credit and significant capital inflows that have
complemented the domestic financing needs of both the private and public sectors.

" For more details, see the Monetary Policy Announcement of October 26, 2012.
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Graph 9
Consumption determinants and indicators
a) Commercial b) Total real wage bill? ¢) Family remittances
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Investment indicators and current account
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3. Financial intermediaries

3.1 Financial system structure

Despite an overly adverse and complex international environment, during the period covered by this
Report, the main financial intermediaries that operate in our country have continued to grow and promote
economic activity. During the first half of 2012, total financing to the non-financial private sector and
households has sustained the growth path that began in mid-2010. As of June 2012, the real annual growth
rate of financing to the non-financial corporate sector was 10.2 percent. Similarly, credit to households

presented a real annual growth rate of 12.6 percent ¢

momentum. These growth rates offer a stark contrast to the credit contraction experienced in developed
countries and the more feeble activity in some emerging economies (graph 11).

Graph 11
Financial system indicators by groups of countries”
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Australia, Canada, Japan, UK, United States and the Eurozone; Latin America includes Argentina, Brazil, Chile, Colombia and Peru;
emerging Asia includes China, India, South Korea, Malaysia and Singapore.

2/ Financing to the non-financial private sector (non-financial companies and households) includes loans, securities, stock and other
capital categories.

3/ The total deposits to total credit ratio was calculated using similar definitions for the variables of different countries. However,
definitions may present differences among countries.

Mexi can financi al intermediariesé progress,
among other factors, by the prevailing macroeconomic conditions of stability in recent years. This
environment has been characterized by moderate inflation, economic growth, balanced external accounts
and low levels of public debt as a percentage of GDP. All this is a result of prudent fiscal and monetary
policies, as well as of the strict financial regulation and oversight and the financial reforms undertaken over
the last fifteen years in order to foster the development and depth of domestic financial markets. This stable
macroeconomic environment is also reinforced by a floating exchange rate regime and an international
reserve accumulation policy aiming at mitigat i n g t he economyods and d
vulnerability to external shocks. The floating regime contributes to eluding disequilibria in the external
accounts, while providing greater certainty to both domestic and foreign investors that the exchange rate is
neither far from its medium-term equilibrium nor ceases to be at any time a reflection of the prevailing
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circumstances in financial markets. The exchange rate parity is supported by a deep and liquid foreign
exchange market.?®

On the other hand, the international reserve accumulation policy has made it possible to record a
balance of 160.9 hillion dollars as of October 26, 2012. This policy is backed by a precautionary credit line
from the IMF consisting of special drawing rights for 47.3 billion pesos,?® which means the central bank can
draw on a significant amount to face up to the unfavorable and complex current global environment.
Importantly, the international reserve accumulation policy is based on transparent mechanisms having no

distortingef f ect on t he exchange rate determination, what d

Characteristics of major intermediaries and prudential measures to bolster
commerci al banks®é solvency

The regulatory framework reforms implemented in the wake of the 1995 banking crisis have
pl ayed a major role in bolstering the financi al
capitalization rules that since 2001 prescribe that assets without the capacity to absorb losses, such as
goodwill or investments in other financial entities, should be deducted from capital i this obligation was
included in the Basel 111 agreementi . Comme%totnealy
twice as much the amount of non-performing loans. Moreover, an important part of these reserves is
determined on the basis of expected losses rather than realized losses. The Mexican banking sector
displays adequate levels of liquidity, and must follow foreign exchange position rules and keep liquid assets
in dollars, on the basis of debt maturity and foreign-currency-denominated asset-liability mismatches.

Furthermore, the Mexican bank loan portfolio is funded by local deposits: the deposits to total
credit ratio is higher than 100 percent (graph 11b).*! Hence, commercial banks' funding, especially in the
case of larger banks, is retail-deposit-based, a situation that differs from some E.U. countries and other
regions of the world where the largest banks have used wholesale funding to finance their rollout,
sometimes from abroad. Consequently, in Mexico, corporate and household credit has expanded on solid
and stable bases. At the same time, banks have been relatively less impacted by liquidity crunches in
financial markets.

A significant share of the Mexican banking business is held by global bank affiliates (table 4), all the
more important given the particular effect of the international financial crisis on that segment. Nevertheless,
the features of the current affiliate model in Mexico and the adopted regulatory measures have shielded the
Mexican banking sector from the global crisis impact. The affiliate model applies the same rules and
oversight procedures to all banks established i
specific characteristics. In this manner, all foreign affiliates must count on capital, reserves and liquidity of
their own.

envir

bank

With the purpose of protecting financi al mar ket s

Mexican authorities have identified possible pathways of contagion. The results of this analysis showed
that funds could be transferred from subsidiaries to parent companies through two pathways: an excessive
increase in related loans or a massive transfer of funds at non-market prices. Even though such an
eventuality has not occurred yet, authorities decided to reinforce prudential measures equally applicable to
all banks in Mexico, by placing a limit of 25% of Tier 1 capital to risk exposures with related parties.

% The peso-dollar foreign exchange spot market traded a daily average of 18.158 billion dollars in Mexico and other countries, thus enabling
to carry out transactions 24 hours a day (Source: Bank for International Settlements).

# Equivalent to approximately 72.8 billion dollars.
% oan loss provisions for non-performing loans.
% Based on demand and term deposits in hands of the public to loans to the non-financial private sector
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Transactions included in the exposure calculation comprise loans, deposits, securities, creditor net
positions for repos, security loans and derivative transactions. Similarly, in order to avoid asset and liability
transfers between related parties in different conditions from those prevailing in the market, Banco de
México issued a circular in October 2012 requiring prior authorization for asset transfers and other
transactions exceeding 25% of Tier 1 capital in one year between banks operating in Mexico and relevant
related parties®®. Just like other financial authorities, the central bank is willing to take all necessary steps
to preserve the Mexican banking sector financial strength, including foreign bank subsidiaries, from
potential financial stability threats.

Regarding pension funds®*it he second | argest financial intermed

regulation that determines both loan portfolio percentages that can be invested in different instruments and
limits to total risk. It should be noted that pension and mutual funds must appraise their assets every day.
The insurance sector, in turn, has sustained growth in an increasingly competitive environment, fueled by a
solid and solvent financial position. This includes the preservation of suitable reserve levels to cope with
the catastrophe risks Mexico is particularly exposed to.3* Stress tests undertaken by the Insurance and
National Surety and Insurance Comission (CNSF) demonstrated that the insurance sector can absorb the
effects of highly adverse scenarios that may trigger significant drops in interest rates and considerable
jumps in claims ratios.

Corporate structure

The Mexican financial system is characterized by liquid and deep, well-developed financial markets,
and comprised of modern and efficient intermediaries that are profitable and well capitalized. Commercial
banks are the most important intermediaries, followed by pension fund (siefores) and mutual fund
managers (table 3). Most intermediaries are part of financial groups; this turns out to be beneficial for
investors by providing them with greater diversification and different sources of return (tables 4 and 5).
Moreover, the financial system is open to foreign investment and to the entry of new players (table 4).

Financial groups hold or manage approximately 66 perce nt of t he Mexi can
assets (this figure climbs to 74 percent when only private intermediaries are taken into account), the
banking segment being their main activity (table 4). In recent years new corporate structures have been
developed, under which stock held by financial intermediaries or a financial group is controlled by a non-
financial controlling company or non-financial corporation. These controlling companies, which operate
outside the financial regulatory framework, may devote themselves to commercial activities or to investing
in other commercial firms, giving rise to potential conflicts of interest. These may arise as a result of an
unclear division between the financial and commercial businesses. Additionally, the corresponding
regul ati on in force does not allow for t he pr
consolidated level; rather, the oversight is currently performed according to the sector the companies

% Relevant related parties are defined in the relative regulation as: i) individuals directly or indirectly controlling at least two percent of the
capital of an institution, its controlling company or financial entities of the financial group where the former is integrated, i) members of the
Board of Directors of the financial entities referred hereto, iii) spouses and relatives related by virtue of either direct consanguinity or
affinity in the first degree and collateral consanguinity or affinity in the second degree, iv) individuals other than officers and employees
with the power to sign on behalf of the institution, v) officers and directors of legal persons in which the institution or controlling company of
the financial group directly or indirectly controls 10 percent or more of the capital.

Similarly, the definition of relevant related parties encompasses all legal persons that are members of a financial or corporate group where
commercial banks or those institutions with which the former have business links are integrated, and trusts in which the commercial banks
or institutions referred hereto are trustors or trustees. In that regard, the definition of corporate and financial group is set forth in sections |
and V of article 22 Bis of the Law on Credit Institutions, and that of business links in section Il of article 45 of said Law.
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benefits to the current one based on individual accounts. In July 1997 this regime change started for private sector workers affiliated to the
IMSS and later in the same year for public sector workers affiliated to the ISSSTE, CFE and IMSS workers themselves. Reforms to the
pension system were undertaken to make it financially viable in the future, and have generated savings in the actuarial deficit of 52
percent of GDP.

% See the note on catastrophe reserves in subsection 3.4 Insurance companies.
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belong t0.* Under this model, the regulatory author i t y supervising the group6s d
entitled to and responsible for inspecting and overseeing the controlling company. Hence, the controlling

company will be subject to general rules and provisions mandated by such authority, specifically rules for

asset valuation.

% Financial groups are governed by the Law Regulating Financial Groups (LRAF). For their integration, previous authorization by the Ministry
of Finance and Public Credit (SHCP) is obligatory.

Article 28 of the Law Regulating Financial Groups sets forth the agreement of responsibilities among the group members and the

controlling company. This article establishes that the controlling company and each of the group entities must subscribe an agreement

under which the controlling entity shall b e pven farttHogse made defone ithein mi t ed |
incorporation to the group. Should the controlling c¢omp adiipditgtonasset s
that belongs to said group shall take priority over those of other members, which shall be covered on a pro-rata basis until all resources

are exhausted. Additionally, the agreement specifies thgatc omopraenydfs t
losses or for those of other group members.
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Financial institutions that ma;I;(?ebllJ%%he Mexican financial system
Number of Share in total Real annual growth
entities assets (%) rate of assets (%)
Commercial banks” 46 48.6 2.8
Siefores (afores)? 81 (13)% 15.0 14.7
Mutual funds (managers)” 574 (58)° 11.8 6.5
Development banks® 10 9.7 8.5
Insurance companies 103 6.5 12.3
Surety companies 15 0.2 4.1
Brokerage firms 34 4.6 21.9
Regulated sofoles and sofomes” 41 0.8 -8.5
Unregulated sofomes? 3,763 1.7 -24.8
Auxiliary credit organizationSQ/ 33 0.1 -1.3
Popular savings and credit entities'” 231 1.0 6.0
Memo: Housing institutes™” and others™ 3 n.a. n.a.

The number of financial entities refers to those authorized as of September 2012; some are not operating. Their share of total assets

corresponds to June 2012 and the real growth rate refers to June 2012 with regard to the same month a year earlier.

Source: Banco de México, SHCP, CNBV, CNSF, Consar, Condusef and AMFE

1/Commer ci al banksd6 tot al assets include regul ated sof omes tatiea tn
December 2008, the CNBV included the leasing company Inbursa, a regulated sofom that manages card credit granted by Inbursa;

ar

however, this sofom is not a bankés subsidiary, and as of witMthose h

of the sofom.

2/ Overall, pension funds (Afores) manage a total of 81 Siefores.

3/The number in brackets refers to the number of Afores and the number outside the brackets refers to the number of Siefores.

4/Mutual fund management companies administer 572 funds in all. Of the 60 investment fund operators, 4 are multiple banks, 10 are
brokerage firms and 46 are mutual fund management companies. Asset information corresponds to the balance sheets of investment
funds, not management companies.

5/ The number in brackets refers to the number of mutual fund management companies and the number outside the brackets refers to the
number of mutual funds.

6/ Includes development banks and trusts (FIRA, FOVI, Fonhapo, Fifomi and Financiera Rural).

7/ The share of total assets considers sofomes that are regulated because they belong to a financial group but do not consolidate their
assets with a multiple banking institution (15 out of 22). Those that do consolidate their assets with banks are included in the commercial
banking heading (6 out of 22); there is also one that belongs to the development banking sector.

8/ Figures referring to the number of unregulated sofomes come from a Condusef record of them. However, information about assets only
contains information from those entities associated with the AMFE, a sector trade association which to date has 54 unregulated members.

e consolioc

2012

Thereal-t erm drop in assets recorded over the | ast year can be coherpl ai ned

and a reduction in the number of entities reporting data. Further, the AMFE includes other companies granting loans not incorporated as
sofomes.

9/ Includes general deposit warehouses, financial leasing companies, factoring companies, and money exchanges.

10/ Includes savings and loan associations (SLA), popular finance corporations (sofipos), savings and loan cooperatives (socaps) and credit
unions.

11/ Infonavit and Fovissste

12/ Infonacot
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Table 4
Fi nanci al carposatestmobtsre
Commercial Afores Insurange Brokerage firms
banks Companies
Number 06) 1 Number (%) Number 06) Number ©6)
assets assetsl1/ assets1/ assets1/
I. Affiliates of foreign financial entities 16 72.2 5 64.0 58 63.2 14 28.5
a. belonging to a financial group (FG) 11 68.7 2 31.3 9 21.9 10 26.7
b. not belonging to a FG 5 3.6 3 32.7 49 41.3 4 1.8
Il. Controlled by local individuals 20 23.9 4 14.6 24 23.4 16 66.2
a. belonging to a financial group (FG) 9 20.9 3 12.3 10 17.8 5 35.8
b. not belonging to a FG 11 3.0 1 2.3 14 5.6 11 30.3
I1l. Controlled by non-financial entities 10 3.9 4 21.4 21 13.4 4 5.3
a. belonging to a financial group (FG) 3 1.8 0 0.0 0 0.0 3 5.26
b. not belonging to a FG 7 2.1 4 21.4 21 13.4 1 0.03
Total 46 100 13 100 103 100 34 100
The number of financial entities refers to those authorized as of June 2011; some are not operating. Their share of total assets corresponds to
é%t?czez?élénco de México, cNBv, Consar, cNsF and Condusef
1/Marketsharemeasur ed as a percentage of each intermediaryds total assets.

Both the emergence of complex financial corporate structures and the proliferation of non-banking
financial intermediaries controlled by non-financial entities or financial groups suggest the convenience of
moving towards a consolidated prudential regulatory framework for financial groups. The lack of such
regulation contrasts with the approach that has been promoted internationally.®® Within the regulatory
framework currently in force, it is not possible to demand capital requirements from banks and subsidiaries
devoted to granting loans at a consolidated level. Particularly, this is the case for regulated sofomes
(sofomeseER) , whi ch emerged when one of t h e théfiaandiabgsoupb’usi ne s ¢

In a consolidated regulatory framework, a financial group is considered as a single economic unit,
in such a way that all/l group membersdé exposure to co
while assessing risk exposure at an individual level too. Such a regulation would allow an equivalent
regulatory treatment at a consolidated level for similar transactions, irrespective of the financial
intermediary recording those transactions. Finally, the regulation must provide guidelines for transactions
carried out among financial intermediaries within the same group.

% The LRAF prescribes that controlling companies shall only acquire direct or contingent debt and offer their property as collateral when
related to the agreement of responsibilities set forth in article 28, among others. The Law also mandates that the controlling company6 s
paid-in capital and capital reserves shall be exclusively invested in stock issued by other group members, real property, furniture and
equipment strictly indispensable to fulfill its mission, securities issued by the Federal Government, bank fund-gathering instruments and
other investments authorized by the socrand securities of at | east 51 percent of foreign
authorization by the sHcp. The Law also establishes that under no circumstances shallt r ansactions relative to th
operation be made through the controlling company offices.

% Yet, ER sofomes are subject to the same prudential regulation as banks, particularly regarding capital requirements.
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