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1. Summary

The existence of reliable indicators of the level of household indebtedness is essential to carry out systemic and
macro-prudential studies of the financial system. These indicators are useful for policy-makers, financial institutions,
the agencies responsible for assessing risks in the financial systemn, for academics and for the general public.

In this context, we present two alternative measures of the financial burden on households in this issue of Mexi-
co Banking Outlook. One of these measures is constructed on the basis of data from the National Household Inco-
me and Expenditures Survey (ENIGH). This is the more complete of the two, because it includes debts contracted by
households with both regulated and unregulated financial intermediaries. Its main limitation is that the ENIGH survey
is conducted only every two or three years.

The other measure is constructed based on information about intermediaries’ financial balances published by the
CNBV and Banxico. This data is used to construct a current indicator of debt servicing by households in Mexico.

Both indicators presented here suggest that the level of households’ indebtedness in Mexico is not high compa-
red to other countries. However, the indicators also suggest that a significant number of households face a high
financial burden in comparison with their incomes. The two measures also show that charges have increased
sharply in recent years, although this process is hardly surprising in a country with a level of bank penetration as
low as Mexico’s. Looking forward, these calculations will allow analysis of the levels of indebtedness facing Mexican
households, showing whether growth is sound and sustainable.

The recovery in the Mexican economy is beginning to show in the lending and deposit figures reported by the
banking system. The slowdown in the economy in 2013 and early 2014 reduced the rate of growth in new lending.
However, credit has recovered in step with the economy as a whole, and in particular with jobs and consumer spen-
ding. The deceleration of lending bottomed out in February 2014, when credit growth fell to 4.3% per year in real
terms, one of the lowest rates in recent years. Since then, the rate has recovered to 49% in April and 56% in May.
Credit will continue to grow at higher rates if the macroeconomic recovery takes hold, as we expect it to do.

Deposit-taking has been affected by similar factors, and it too shows the effects of increased economic activity.
Deposits grew at annualised real rates of 90% in April and 81% in May. In this light, we expect bank deposit-taking to
continue growing at high rates as the economic recovery continues over the course of the year.

The main factors determining financial inclusion in Mexico are also analysed in this issue. Studies of this kind
represent a key input both for the design of policy intended to increase the level of financial inclusion and for finan-
cial institutions seeking business models capable of serving the part of the population that is currently excluded.
Education was found to be a key determining factor.The receipt of income from employment was also found to be a
relevant factor to calculate the likelihood of access to the financial system. The study confirms the argument made
in earlier issues that it will be necessary to combat the informal economy and improve educational attainment to
achieve higher levels of financial inclusion.

In recent issues of Mexico Banking Outlook we have examined the financial reform approved in late 2013. This issue
analyses the progress of the secondary legislation required to complete the reform. The analysis shows that there
is still a long way to go before the reform can be adequately implemented, despite the publication of a significant
number of regulations.
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2. Current Situation

2.a Credit to commercial banking in the private sector: March,
April and May show the first signs of recovery

2.a.1. Recent performance of total credit and its components

In the first five months of 2014, total credit made available by commercial banks to the private sector showed signs
of recovery, after a period of deceleration which began in 2012 and was accentuated in the second half of 2013. In
2012, the average YoY growth of available credit was 99% in real terms, which fell to 70% in TH13, and was even lower
in 2H13, at 6.5%. The downward trend in growth lasted until February 2014, when credit grew by a real 4.3% in annual
terms, one of the lowest rates since December 2010. However, at the close of 1Q14, growth recorded a slight uptick to
47%, and this continued in April and May, with rates of 49% and 56% respectively. These results indicate that after a
slow start to the year, the deceleration in credit appears to be coming to an end and there are the first signs of a slight
expansion, with growth rates above 45% (Chart 1.

The performance of credit taken as a whole has been the result of similar behaviour in the three main segments
(consumption, housing and companies), given that these showed a trend to the downside in the second half of 2013
and the beginning of 2014, and subsequently improvements in March, April and May. Consumer credit showed more
deceleration than other segments, declining from an average growth rate of 12.5% in the first five months of 2013, to
5.2% in the same period in 2014. Growth of credit to companies over these periods slipped from 5.8% to 46%, and
credit to housing from 4.6% to 3.8%. In other words, in one year the average growth in business and housing credit
fell by 1.2pp and O.8pp respectively, while consumer credit plunged 73pp (Chart 1.

Chart1 Chart 2
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Source: BBVA Research with data from Bank of Mexico.

In terms of each segment’s contribution to total growth, business credit contributed 24pp of the average annual
growth of 4.8% registered between January and May 2014, due to its dominant share in the portfolio (50% of the total
portfolio available to the private sector). This segment is followed by consumer credit, which accounted for 1.2pp;
credit to housing, with a O9pp contribution, and finally, credit to non-banking financial institutions, with O.2pp (Chart
2). These figures indicate that the engines for credit growth continue to be credit to companies and to consumers.
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Chart 3 Chart4
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As noted in past issues of Mexico Banking Outlook, the changes in credit are closely linked to economic performance.
Proof of this is the high correlation (0.70) between real annual credit growth and the growth of the Aggregate Econo-
mic Activity Indicator (IGAE, in its Spanish acronym), as illustrated by Chart 3. In the period covered by the diagram,
we see that the rate of total credit growth has been stronger than for economic activity. In the first four months of
2014, credit growth was on average 30x higher than the IGAE; while the former grew at an average annual rate of
46%, the latter rose by 16% (sa). A similar ratio can be seen with GDP (Chart 4) and proves that while credit is growing

at lower rates than in earlier periods, its growth remains healthy, since the expansion is in line with its correlation with
the economy since 2009.

2.a.2. Credit to companies: improvement linked to the services sector

Between January and May 2014, credit to companies saw average growth of 3.8%, less than the average rate of 46%
enjoyed in the same period in 2013. The deceleration in this segment was more marked during the early months of
the year, sliding from a rate of 46% to the end of December 2013, to 36% and 2.8% in January and February, respec-
tively. This behaviour was probably related to the weakness of economic activity registered in 2013 and the sharper
deceleration in the final months of the year, since the IGAE recorded annual growth rates of 14%, 01% and 06% in
October, November and December, respectively (Chart 5). It was also linked to the fall in investment since May 2013
(the Gross Fixed Investment Index posted an average annual rate of -2.8% from May to December 2013), which lasted
until 1Q14, reporting an average fall of 20%. As shown in Chart 5, investment has a lagged effect on business credit
(around three months), so we do not rule out that some of negative effect of the fall in investment may continue to
impact the company portfolio.

However, March, April and May saw what appears to be a change in trend in this segment, with growth rates of 34%,
3.7% and 5.3% respectively. This improvement has its roots in a credit expansion to companies in the services sector,
which makes up 53% of the business portfolio. Between January and May, credit to this sector registered real annual
average growth of 98%, much higher than the 2.9% it achieved in the same period the year before. Furthermore,
in May growth shot up to 150%, the highest since December 2011 (Chart 6). This increase has offset lower growth
in credit to companies in the manufacturing sector (23% of the portfolio), which slumped from 31% in April to -14%

in May, and the contraction in credit to construction companies (-76% in May and -100% average YoY), which is still
continuing.

As Charts 5 to 7 show, the recent acceleration in business credit is associated with the expansion seen in the April
IGAE (+2.9% YoY, sa), in particular the favourable performance of the services sector (+31% YoY, sa). Even so, the rates
of growth continue to be lower than in previous years; if there is to be greater expansion, there also needs to be a
recovery in other economic sectors, such as manufacturing and construction activity.
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Chart 5

Business credit vs IGAE and Gross
Fixed Investment

(YoY real growth rate, %)

Chart6

Business credit by economic
activity of member companies
(YoY real growth rate, %)
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2.a.3. Consumer credit: the growth of employment and internal consumption
will contribute to greater expansion

During 2013 the rate of growth of consumer credit slowed considerably. Whereas in 2012 average growth was 18.0%,
in January 2013 the YoY real growth rate was 15.0% and by December it was down to 64%, ie. less than half. Slower
growth lasted into 2014, with the year starting with real annual growth of 51%. Nevertheless, this rate remained stable
for the next five months, resulting in average growth between January and May 2014 coming in at 5.2%. These figures

appear to indicate that the slowdown in consumer credit has come to an end and that growth is going through a
period of stabilisation.

Chart9

Consumer credit vs ANTAD sales (YoY real growth
rate, %) and total number of works registered on the
IMSS (growth rate, %)
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This is the result of mixed behaviour on the part of the components. In the first place, the growth of credit card (CC)
credit has declined, recording an average rate of 3.3% over the first five months of 2014, compared to a rate of 11.2%
during the same period the year before. In the second place, the Other Consumer Credits (OCC) segment - which
includes personal and payroll loans-, is starting to recover. After January 2014 posted growth of 8.2%, the lowest since
May 2010, by May this had risen to 9.3%. Furthermore, since its growth rate has been consistently higher than that
of CC, the OCC portfolio has taken over from the CC portfolio as the principal consumption segment: in May 2014
the former represented 46% of the total, and the latter 44%. Finally, the credit segment for durable consumer goods
(DCG) fell by an average of 15% between January and May 2014, although the reduction in April and May (-11% and
-1.2% respectively) was smaller than in the first two months of 2014 (-21% and -1.8%) (Chart 8).

Consumer credit performance is related to that of employment and retail sales, variables which affect the portfolio
on the demand side. The correlation between the growth in consumer credit and formal employment (total workers
registered with the IMSS) is high (062), as it is with respect to the growth in ANTAD sales (068). This correlation can
also be seen if we compare the average growth of these variables over the first five months of 2013 and 2014: in
consumer credit this went from 12.5% to 5.2%, while employment fell from 4.1% to 3.0%, while in ANTAD sales, the rate
dropped from 21% to 1.0% (Chart 9).

We have recently seen a slight recovery in employment creation (from 2.7% in January to 3.2% in May and 3.5% in
June) and in consumption (from -0.7% between January and March to 34% between April and May), but consumer
credit has not shown a comparable lift-off. These figures demonstrate that the upticks seen in the economy have
contributed to halting the deceleration in credit growth, but are still not enough to bring about greater expansion.

2.a.4. Credit for housing: growth linked to an improvement in economic
conditions and to more competition

As with the other banking credit segments, credit to housing has also decelerated since 2012. That year, average
growth stood at real 6.4% YoY, while in 2013 this came in at 5.5%. There was a steep drop at the beginning of 2014 too,
since in January and February the growth rate stood at 40% and 41%, respectively. Likewise, in March, April and May
there was an uptick, with figures of 51%, 50% and 51% respectively (Chart 10).

Chart10 Chartn
Credit to housing (YoY real growth rate, %) and Credit to housing (YoY real growth rate, %) and
number of permanent workers registered on the Consumer Confidence Index (YoY real growth rate,
IMSS (YoY growth rate, %) %)
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Credit for housing responds to both supply and demand factors. On the demand side there is a close relationship
with formal and stable employment creation - measured by the number of permanent workers registered with the
IMSS- and with consumer confidence. Although these two variables are highly interconnected, they reflect different
aspects of household and individual economic conditions. The employment indicator reflects the current situation
people are experiencing, in such a way that as more workers enter the formal sector with a stable job, the likelihood
of their taking out a loan increases, since they become better credit risks. For its part, consumer confidence also
reflects the expectations of individuals, so a rise here means that people are anticipating an improvement in their
economic conditions, which could lead to their being more disposed to take out a loan. In April and May there was
a slight recovery in employment and a smaller fall in consumer confidence than in January and February. Average
employment growth in the first two months of the year was 2.7%, while in the next three it rose to 29%. Consumer
confidence, meanwhile, recorded an average reduction of 13.3% in January and February and then a smaller fall, of
6.0%, between March and May. This coincides with better performance on the part of the mortgage portfolio over
this period (Charts 10 and 10). In other words, the slight deceleration of the mortgage portfolio recently is linked to
an improvement, although still incipient, in current economic conditions of both households and their expectations.

On the supply side, the faster growth in the loan portfolio responded to a combination of circumstances. As we will
see in section 3 of this report, terms and conditions for mortgages offered by commercial banks have improved in
the last few years, with a fall in the interest rates charged and longer borrowing periods. This is the result of a stable
macro-financial environment and greater competition between the principal institutions offering this type of loan.

Conclusion

In the first two months of 2014, credit to the private sector was characterised by a continuation of the deceleration we
have seen since 2013, followed by a slight improvement from the end of the first quarter. That is, the figures suggest
that the credit slowdown may have bottomed out in February and that the figures for March, April and May could
be the first signals of a change in trend towards a more favourable course for the remainder of the year. We should
emphasise that, to date, credit growth is healthy, with no signs of over-indebtedness, since its historical relationship
with economic growth is unchanged. Therefore, greater expansion in the future is dependent, to a large degree, on
economic performance, particularly that of the internal market. As the 1Q14 Mexico Economic Outlook explains in
depth, our expectation for the Mexican economy over the coming quarters is one of acceleration. If this expectation
materialises, the recovery in credit should consolidate.
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2.b Commercial Bank Deposits: Recent trends

2.b.1 Traditional bank deposits

Traditional deposits comprise demand and term deposits made by the public at commercial banks. In the early
months of 2014, growth in traditional deposits by banks speeded up to reach a real annual rate of 90% in April and
81% in May (Chart 12), the fastest growth rates in deposits since January 2012. This dynamic increase in traditional
bank deposits stands out after a period of low growth rates which began in the second half of 2013. The average real

annual growth rate in traditional bank deposits in the first five months of 2014 (59%) is 1.3pp above the rate for the
second half of 2013 (4.6%).

The acceleration in the rate of growth in traditional deposits is closely associated with the performance of the eco-
nomy, as reflected in its link with the Aggregate Economic Activity Index (IGAE). In April 2014, the annual growth rate
in the IGAE picked up to reach 29%, up 21pp on the preceding month and 24pp higher than the rate recorded in
April of the prior year (Chart 13). As the economy recovers, more funds will be generated which will be channelled
into the banking system via deposits products. Hence, the improvement in the IGAE points to strong performance in
traditional deposits in the immediate future, and especially in deposits made by companies.

Chart 12 Chart 13

Traditional commercial bank deposits Traditional commercial bank deposits (real annual
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Charts 14 and 15 show the annual percentage change in the IGAE together with the real annual growth rate in tradi-
tional deposits taken from private firms and individuals. Chart 15 also includes the annual percentage change in the
number of formal jobs? As may be observed, the balance of deposits made by private firms in short- and long-term
instruments closely follows the evolution of the IGAE over the whole period of the study. The balance of traditional
deposits taken from individuals is also affected by fluctuations in employment and in the economy as a whole, but
this variable seems to have become somewhat less sensitive to changes in the IGAE since the second half of 2013. In

May 2014, traditional deposits by private companies accounted for some 35.9% of traditional deposits, while deposits
from individuals accounted for 437%.3

! Seasonally adjusted series.
2 Number of workers affiliated to the IMSS.
3 The rest comprises non-financial public sector institutions and non-bank financial intermediaries.
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Chart15

Chart 14 Traditional commercial bank deposits (individuals)
Traditional commercial bank deposits (companies) (real annual growth, %) and IGAE and total number
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18 - - 6 10 - - 6
16 -
14 4\n - 5 8 1 -5
13-/\\"/\ R 4 61 -4

1 o S
8 NG | \ | 5 4 4 )
6 - 1

\/

4 1 \ ! 2 4 - 2
2 R =
0 A /\ A /\ 0 4 - 1
-2 VA VAR // / ! 2 0
4 \ 0 o~ N ™ ™ < <

N o~ ™ [a2) < < N T N N N N

i % \ N T T 5 3 & 3 g )

g 3 5 3 g ) - ’ - ” - =

- - - = Traditional bank deposits - individuals

Traditional bank deposits - companies —— IGAE
——- |IGAE (rhs) —— Employment IMSS (rhs)

Source: BBVA Research based on Bank of Mexico and INEGI data Source: BBVA Research based on Bank of Mexico, INEGI and IMSS data

2.b.2 Traditional commercial bank deposits: performance of components

The recent increase in traditional bank deposits is the result of an acceleration in the real percentage change in de-
mand and term deposits, the two main components. The average real annual growth rate in the balance of demand
deposits in the first five months of the year was 109%, 72pp higher than the rate in the early months of 2013 and

39pp up on the average observed in the second half of 2013. In particular, the month of May saw an annual percen-
tage change of 124% (Chart 16).

Meanwhile, the real average annual growth rate in the balance of term deposits in the first five months of the year
was -10%, which is 3.3pp less than the figure for the same months of 2013 and 2.2pp down on the second half of 2013.
However, the figures for March, April and May point to a recovery of term deposits in the remaining months of the
year. Thus, the percentage real annual change observed in March was 00%, in April 3.2% and in May 21% (Chart 15).
These results are significant given the negative growth rates reported in this indicator since November 2013.

Chart1e Chart17
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Demand deposits continue to lead the contribution to growth. In the early months of the year, these products contri-
buted an average 64pp to growth in traditional deposits, while the average contribution of term deposits was negati-
ve in this period (-04pp). Despite the fall in deposits observed in late 2013 and early 2014, the figures for March, April
and May 2014 were positive and suggest that the recovery will continue for the rest of the year. The slowdown in the
balance of term deposits came to a halt in March 2014, and in May they increased sufficiently to make a contribution
of O9pp to the growth rate of 81% in traditional bank deposits (Chart 17), explaining 106% of the growth observed.
The remaining 894% of growth was explained by the increase in the balance of demand deposits (73pp of the 81%
growth rate observed for traditional bank deposits). Significantly, the balance of demand deposits accounted for

60.9% of the total traditional deposits taken by banking organisations in May 2014, and term deposits accounted for
the remaining 391%.

2.b.3 Debt Mutual Funds

Growth in the balance of securities held by Debt Mutual Funds (SIDs in the Mexican acronym) has slowed since
November 2013. In second half of 2013, the balance held by SIDs grew at a real annual rate of 5.6%, 61pp below the
average observed in the first half of the year. In the first five months of 2014, the SID balance displayed a percentage
real annual change of 05% and mixed performance in different months. For example, the real annual growth rate
in this variable was negative (-0.3%) in January, in contrast to positive growth of 0.8% in February and 1.2% in March.
Meanwhile in April the real annual growth rate dipped to 0.0% (Chart 17) and in May it was 06%. The balance of secu-
rities held by SIDs has not grown at rates so close to zero since December 2011.

Chart 18 Chart19
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(real annual growth, %) and Debt Mutual Funds (real annual growth, %)
30 - 14 -
55 1 r\ 12 4
0 1 I\ 10 WAN
15 1 A/ N7 \ / N\
10 - / \ s 8 4\ ; \
A ~I\/ N \ \
5 - / \ / 6 - / NLZ T ~
0 | * \_C \ VAN
7 /J \/ ~ 4 \ / NS~
-5 4 9 " /
0 P/ N7
-15 A 0
‘20 = '2 TTTTT T T T T T T T I I I I I T I I I T I I T I I T I I I I I I I I I I I I I T I T I I I I I I I I I T
[e2] (o)) o o - ~— N N [sp} [sp} < < [e2] (2] o o ~ ~ N N [s2] [sp] < <
@ T 5 I I YT T OTOSLTOTY 2 T 3T I O T LTSRN
=5 T =5 = =5 > = T C = c = C = c >
§ 3 8§38 3§83 5§83 58§ § 38 383 8§83 5§83 &858
Demand ——- Debt mutual funds Total ——- Total 6-months moving average
Source: BBVA Research based on Bank of Mexico data Source: BBVA Research based on Bank of Mexico data

It is possible that the slowdown in the rate of expansion in deposits by SIDs is a reflection of the weak economic
performance in 2013 and the increase in long-term interest rates observed in the second half of that year# Also, the
increase in term deposits taken by banks may be having a negative effect on deposits set aside through SIDs, as the-
se two variables are substitutes for each other, as explained in previous issues of Mexico Banking Outlook.

4 For example, the interest on 10-year fixed rate Federal Government Development Bonds (M Bonds) averaged 61% in the second half of 2013, 80 basis points above
the average observed in the first half of this year (weekly auctions).
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2.b.4 Total deposits: sum of traditional deposits (demand and term) taken by
SIDs

The total balance of deposits includes the balance of traditional commercial bank deposits and the balance of secu-
rities held by SIDs. This variable provides information about the amount of corporate and private assets channelled
into the financial system via deposits at commercial banks and investments in SIDs. The evolution in this indicator
also provides a general overview of deposits, removing the potential impacts on performance caused by the existen-
ce of different deposits instruments (demand and term deposits, and SIDs).

In the first five months of 2014, the average real annual growth rate in total deposits was 4.2%, O.7pp less than the
average observed in the second half of 2013, and 14pp below the average for the same months of the prior year.
Despite weak performance in December 2013 and January 2014, the balance of total deposits has grown faster since
February, rising from a rate of 25% in that month to 4.8% in March, 6.2% in April and 58% in May (Chart 20). These

figures point to a recovery in this variable in the second half of the year, driven mainly by the favourable trend in the
economy observed since the second quarter.

Chart 20 Chart 21
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Like its components, total deposits is closely linked to the evolution of the economy. Growth in household income
and company profits has allowed them to channel more funds into the financial system via demand and term de-
posits, and/or through SIDs. Chart 21 shows real annual growth in the total balance of deposits taken together with
the annual percentage change in the IGAE (both variables expressed as a quarterly average). As may be observed,
growth in total deposits closely tracks the IGAE growth trend with a lag of some months. Hence, it is expected that
the increased growth in the IGAE observed in April should have positive short-run effects for total deposits and its
components. In this regard, the percentage participation of each component in the balance of total deposits needs
to be considered to establish their relevance. In May 2014, demand deposits accounted for 42.8% of total deposits,
term deposits made up a further 275% and deposits by SIDs was 29.7%.
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2.b.5 Total deposits: contribution to growth by component

In recent months, the contribution of the components to growth in total deposits has changed significantly compa-
red to prior years. From January to May 2014, demand deposits contributed an average 44pp to the growth of total
deposits. The average contribution of term deposits was -0.3pp, and that of SIDs was Olpp. These results contrast
with the highly dynamic performance of the balance of securities held by SIDs in 2013. In that year, the balance held
by SIDs was the component which contributed the most to growth in total deposits, averaging 2.5pp, followed by
demand deposits (2.2pp) and term deposits (O.5pp).

In particular, demand deposits contributed 50pp to growth of 5.8% in total deposits in May 2014, while term deposits
contributed O6pp and the contribution of the balance held by SIDs was O.2pp. These figures point to stronger growth
in the traditional components of total deposits (demand + term deposits) and a weakening of deposits channelled

via SIDs (Chart 23).
Chart 22 Chart 23
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Evaluation

Growth in traditional deposits by commercial banks (demand + term deposits) picked up in the first five months of
2014, and especially in the month of April, when the real annual percentage change was 90%. The strong performan-
ce of this indicator in the year to date stands out compared growth rates of around 30% in traditional deposits in late
2013 and in the first two months of 2014. We believe that the strength of this variable is a reflection of the improve-
ment in the economy in the second quarter of the year, as suggested by the recent IGAE figures.

Growth in total deposits (demand deposits + term deposits + SIDs) also speeded up in the early months of 2014. After
a reported real annual growth rate of 1.9% in January, total deposits grew by 6.2% in April and 5.8% in May, driven
mainly by demand deposits. In contrast to other years, deposits by SIDs has weakened, reflecting average real annual
growth of 05% in the first five months of the year, compared to an average of 11.9% for the same period in 2013.

Initial data for the second quarter of 2014 point to a recovery in total deposits and in its components, as reflected in
the recent evolution of the IGAE and other economic indicators. For example, the number of workers affiliated to the
IMSS has improved on the strength of 360159 new jobs in the formal economy created between January and May
2014, compared to 292,859 new jobs in the same period of 2013.
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Box 1: Implementation of the Financial Reform. Secondary regulations enacted in the first half of

2014

The Financial Reform enacted on 10 January 2014 was
a milestone in recent legislative history, in view both of its
successful passage (after several years without any similar
legislative events in the Mexican Congress) and of its scale
and scope, including 34 amendments and 13 new Bills. The
magnitude of the Reform appears even greater when it is
considered that it will entail the amendment of hundreds of
legal provisions, which in many cases will confer new regu-
latory powers on the financial authorities, and especially on
the National Banking and Securities Commission (CNBV)
and the Secretariat of Finance (SHCP) and, to a lesser extent,
the National Commission for the Protection and Defence of
Users of Financial Services (CONDUSEF).

In the first half of the year, the CNBV issued a raft of rules,
including several for which the law required immediate
publication,such as those governing Means of Payment Net-
works and the Technical Report on Money Laundering ad-
dressed to Foreign Exchange Operators, Wire Services and
unregulated SOFOMES (ENR). The same occurred with the
reform of internal audit in Development Banking Institutions,
publication of which could not be delayed even though the
law establishes no deadline in this regard.

Finally, a number of important, keenly awaited projects re-
main in the pipeline. This is the case of the framework for the
Multiple Banking Institutions Performance Assessment to be
prepared by the SHCP (and its impact in terms of restrictions
on securities transactions), as well as the rules to be issued
by the CNBV in connection with the prudential measures
reguired of Multiple Banking Institutions when the persons
exercising control or maintaining significant influence face
control, bankruptcy, insolvency and other such proceedings.

11.03.14 - Means of Payment Networks (MPN)

These rules, which were issued jointly by the CNBV and the
Bank of Mexico (Banxico), are derived from the reform of the
Financial Services Transparency and Regulation Act. They are
grouped in three chapters, one dealing with MPNs in general,
the second with Card Payment Networks (debit and credit
cards) and, finally, one dealing with the powers of the autho-
rities, including the various enforcement measures available
and the power to order changes in the internal regulations
of networks (known as the “Participation Conditions”) when
they conflict with the principles enshrined in law.

These provisions are intended to increase transparency in
the relevant markets, in terms both of prices, the payment
services commissions known in Mexico as cuotas de inter-
cambio, and other considerations, and of internal functioning
and integration. A key provision is the obligation imposed on
the acquirers, issuers and brand holders to inform interested
parties of the contents of the Participation Conditions in cre-
dit card-related MPNs, in order to ensure basic certainty on
the part of potential participants.

The regulator’s concern to foster competition is visible in a
number of issues, such as the obligation to allow the entry of
new participants and the recurring prohibition of tied sales
and contractual conditions requiring the acquisition of any
other service. In order to avoid the creation of technological
barriers, the authorities have established the requirement
to allow free access to point-of-sale terminals and the use
of certain technical standards to permit interoperability both
within a single card payments network and between diffe-
rent card payment networks . Similarly, the technologies used
must be capable of accepting payments made using other
credit cards issued under other brands.

The rules reveal an intention to effect structural transforma-
tions in networks, expressed in the stress laid on increasing
the number of participants and networks in the market while
seeking to change the balance of forces within existing net-
works! This is apparent in the new powers granted to the
authorities to set payment services commissions and order
the internal functioning of networks in general (Participation
Conditions), as well as regulating the contracts entered into
by participants in connection with the provision of MPN ser-
vices.

These provisions provide a consistent script for the develop-
ment of the market as described in the preceding paragraph,
although their sufficiency and success will perhaps only be
seen in the medium term.

However, the broad powers conferred on the authorities are
also a source of considerable uncertainty for participants in
the market, especially in view of the lack of any precedent
for such extensive regulatory competences. Moreover, some
of these powers are supposed to be exercised jointly by the
CNBV and the Bank of Mexico, adding a further level of un-
certainty.

' These networks were freely set up via agreements between private parties. They were historically managed by a bank, which played the predominant role in the design and
operation of the different systems, as it was credit institutions which pioneered the use of credit and debit cards in Mexico.
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26.03.14 - CUB2% Changes to the methodologies
applicable to provisions for loans

Changes have been made to the methodology applicable to
the ranking/classification of retail banks' loan portfolios, spe-
cifically with regard to Severity of Loss conditions for loans
granted for the management of insolvency estates with the
authorisation of the official receiver or trustee in bankruptcy,
as well as essential loans required to maintain the ordinary
operations of insolvent companies and the liquidity needed
during the insolvency process. These conditions apply inso-
far as the loans described now enjoy privilege (just behind
the privilege applicable to employees’ claims) as a conse-
quence of the amendments made to the Commercial Insol-
vencies Act.

No sanctions will be applied in the event of failure to consult
Credit Information Companies before granting loans under
government programmes set up in cases of emergencies
or natural disasters. These loans may also be classified and
provided on the basis of the methodologies proposed by the
Institutions themselves.

Meanwhile, a new classification methodology has been esta-
blished for loans granted by development banks under na-
tional development and project financing schemes. The ins-
titutions may use this methodology when the impossibility
of applying general methodologies can be justified. In both
cases, institutions are required to use the general methodo-
logies when the CNBV considers they have the pertinent in-
formation permitting their use, or when institutions’ financial
stability is otherwise jeopardised.

04.04.14 - General provisions concerning issuance
of the technical report for Foreign Exchange
Operators, Wire Services and unregulated
SOFOMEs.

Derived from the amendments made to the Credit Organi-
sations and Ancillary Activities Act, the new regulations es-
tablish the requirements and procedures for the issuance
of the technical report which Foreign Exchange Operators,
Wire Services and unregulated SOFOMEs must seek from
the CNBV in connection with the fight against terrorist finan-
cing and money laundering.

While the obligation to establish measures to prevent crimes
of this nature already existed, the new report will provide
certification and assure the public and other participants in
the financial system with regard to compliance with CNBV-
approved minimum standards in this area. The report issued
must be renewed every three years.

2 CUB: General Rules Applicable to Banks issued by the CNBV.
3 This list will be provided to relevant Institutions by the SHCP via the CNBV.
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09.04.14 - Guidelines for the announcement of
sanctions imposed by the CNBV

As a part of the market disciplinary regime created by the
Financial Reform, a procedure has been established for the
public announcement of sanctions applied to the entities
subject to supervision by the CNBV. In line with the reforms
made to the Act governing the CNBV itself, the new rules
require the Commission to publish the sanctions imposed in
a special section of its website, indicating the identity of the
offender, the sanction imposed, a description of the conduct
constituting the infringement, the date of imposition of sanc-
tions, and the status (final or subject to appeal) of the related
resolution. The CNBV is also required to indicate whether
any corrective measures have been imposed and, if so, their
nature.

25.04.14 - Resolution reforming, supplementing
and repealing the general Provisions mentioned in
article 115 of the Mexican Credit Institutions Act

The provisions concerning the integration of files for different
kinds of accounts by Credit Institutions have been amended,
as have the requirements for reporting to the authorities in
the case of Relevant, Unusual or Suspicious Transactions,
cash transactions in US dollars, and transactions carried out
by Politically Exposed Persons.

In general terms, the reform corrects the omission of trusts
with the same standing as natural and legal persons; inclu-
des bankers’ drafts in the oversight regime; requires institu-
tions exchanging information with others in the context of
anti-money laundering and anti-terrorist finance operations
to notify and deliver such information to the authorities also;
and creates the “List of Blocked Persons” with whom insti-
tutions may not conduct business.? in accordance with the
provisions of the Financial Reform,

12.05.14 -CUB?: Internal Auditors in Development
Banks

The internal audit and control functions in Development
Bank and Rural Finance Institutions were formerly carried
out by the Internal Control Units of the Civil Service Secre-
tariat (SFP in the Mexican acronym).However, this situation
has become unsustainable because of the amendments
made to the Credit Institutions Act, which reduced the scope
of internal audit and control units and the SFP to budgetary
issues, fiscal and contractual responsibilities, and administra-
tive responsibility for public servants, among other matters.

Accordingly, the amendments to the CUB consisted of
harmonising the treatment of multiple and development
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banking, so that internal audit work will be carried out by a
specialist unit linked to the institutions” Audit Committee but
which is independent of business units.

30.05.14 - General measures applicable to Stock
Exchanges

These measures consist of the issue of a circular directed
exclusively to the stock exchanges to replace provisions rela-
ting to financial reporting (financial statements and external
auditors®), which were formerly contained in a circular that
was also addressed to securities deposit institutions.

The new regulations also include rules instrumenting the op-
tion established in the Securities Market Act allowing stock
exchanges to enter into agreement to share and integrate
trading systems with other Mexican or foreign exchanges.

Among the key requirements established in this respect, fo-
reign stock exchanges must be located in member states
of the OECD, the International Organisation of Securities
Commissions, the European Union, or the Integrated Latin
American Market (MILA) formed by the Chilean, Colombian
and Peruvian stock markets. If the Mexican Stock Exchange
were to join MILA, it would create the largest Latin American
market, bigger even that Brazil's Bovespa in terms of capita-
lisation.

Mexico Banking Outlook

05.06.14 - CUCB?®: Responsibility for placement of
securities

The reform of the Securities Market Act requires stock bro-
king firms involved in the placement of securities to verify
that prospectuses, brochures, securities certificates and
other documents forming part of the structure or announ-
cement of the placement comply with prevailing regulations,
and to abide by the pertinent regulations and perform their
obligations under the contracts entered into with issuers
seeking to place their securities, as well as providing evalua-
tions of said issuers. Stock broking firms will be held liable for
any damages arising from failure to comply with these obli-
gations. The current amendments made to the CUCB bring
the two legislative systems into line.

4 The chapter concerning the stock market investment has been removed, and a reference to the provisions of the Securities Market Act has been included.

> CUCB: General Rules Applicable to Stock Broking Firms issued by the CNBV.
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3. Special Topics

3.a Household indebtedness in Mexico: two approaches to mea-
surement

The financial burden on Mexican households can be defined, in general terms, as the amount of debt payments in
proportion to household income. The role of an indicator of the financial burden is to allow tracking of household’s
ability to meet debt payments, especially in adverse economic scenarios. However, the construction of an indicator
that measures the financial burden correctly is quite a challenge, given the different income measures published in
Mexico, which not only differ in their definitions but also in their level of disaggregation (macro and micro data).

Despite the periodic publication of indebtedness indicators by the Bank of Mexico (Banxico), these provide only
partial measures of the development of the household financial burden. This article proposes two alternative measu-
rement methodologies. The first estimates the financial burden on the basis of micro data drawn from the biennial
National Household Income and Expenditures Survey (ENIGH) for the period 2000-2012. The second is built up from
financial information published by the intermediaries operating in the Mexican credit system to allow the estimation
of interest, commissions and repayment flows. This methodology is based on the approach outlined in the June 2012
issue of Mexico Banking Outlook. The approach described here is an updated version which includes new informa-
tion sources.

The first part of this article describes the indicators currently available in Mexico to measure the level of household
indebtedness, which are published by Banxico. The second part describes the proposed methodologies and analy-
ses the results obtained from each. Finally, the results from both methodologies are compared and differences in the
findings are explained.

3.a.1 Indebtedness indicators currently available in Mexico

Banxico has since 2006 reported annually on the financial position of households, defined as the difference between
assets included in the M2 aggregate and debt contracted in the financial system (balance of consumer loans + ba-
lance of housing loans) expressed as a percentage of GDP'. Unlike the financial burden, which is defined as a ratio of
cash flow variables (debt repayments in a given period to disposable income in that period), the variables included
in the household financial position indicator is made up of balances. What it shows, then, is whether total household
debt would be covered by total household assets, reflecting the long-term commitment to debt repayments required
of households. Chart 24 shows the trend in this variable since 2006". As may be observed, households have enjoyed
a fairly consistent surplus in their financial position in recent years. The average annual growth rate in this ratio is
29% for the period as a whole. At the end of the second half of 2013, the indicator dipped to 26.8%, representing a
diminution of 06% compared to 2012. According to Banxico (Financial System Report, 2013), this reduction was the
result of an increase in household indebtedness given that the level of financial assets held remained at the same
level as in the previous year. This stability was due to the moderation in the rate of growth of voluntary household
savings (partly explained by the economic slowdown which began in the second half of 2012) and the contraction in
mandatory savings in the second half of 2013 (resulting from the fall in the value of government debt securities inclu-
ded in retirement fund portfolios as a consequence of rising medium- and long-term interest rates over the period).
Household indebtedness continued to increase meanwhile, although the rate of expansion slowed somewhat due to
the moderation of consumer loans.

' The calculation is presented every year in the Bank of Mexico Report on the Financial System. For more detail, see www.banxico.org.mx.
M Chart 24 was constructed on the basis of the data contained in Banxico reports on the financial system. The published figures do not always relate to the same
quarter. In particular, the figures shown relate to the close of 4Q06, 4Q07, 4008, 1Q09, 2Q10, 2Q11, 2Q12, 2Q13.
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First Half 2014
Chart 25
Chart 24 Household debt servicing as % of disposable
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This indicator cannot at present be replicated using publicly available information and, therefore, the value of the ratio
can only be calculated annually. The Bank of Mexico publishes monetary aggregates, and consumer and housing
loans series on a regular basis. However, data on the components of monetary aggregates does not allow the assets
held by households to be identified.

The Bank of Mexico also publishes an annual household debt service indicator. This variable represents payments
of interest and bank fees made by households on consumer and mortgage loans as a proportion of their disposa-
ble income. According to the Financial System Report published by Banxico in mid 2007, the calculation of interest
payments on consumer loans includes credit card debt (estimated based on information on minimum credit card
repayments and fees) as well as other consumer loans (estimated on the basis of data on the terms of bank loans
granted for the acquisition of motor cars). The calculation of interest payments on mortgage loans includes loans
granted by both retail banks and the mortgage agency Infonavit (available information on credit terms is included in
the information on retail banks, and Infonavit loan repayment rules are included for the mortgage agency).? The same
publication mentioned the Mexican National Accounts System, total wage earnings according to the National Occu-
pational, Employment and IMSS Survey as the source of information on disposable income, as well as remittances
and personal income tax receipts.? However, no further details on the methodology were provided, hampering repli-
cation of the calculation. Chart 25 shows estimated annual household debt servicing as a proportion of disposable
income for 20114 At the close of the second half of 2013, household debt servicing accounted for 2.9% of disposable
income, representing an increase of 0.3 percentage points compared to the previous year and O.7 percentage points
compared to 2011.

As may be observed, the Banxico debt service indicator provides a valuable tool to monitor changes in the trend
of household debt repayments. However, its scope is limited as it does not include the scheduled debt repayments
made by households, which make up a considerable part of total debt payments. Furthermore, the indicator fails to
take account of payments arising from certain kinds of borrowing like payroll loans and personal loans, or of loans
granted by unregulated financial intermediaries.®> The debt service ratio published by Banxico thus accounts for only
a part of the financial burden facing Mexican households, and because it does not include scheduled loan repay-
ments it is not fully comparable with the debt service measurements made in other countries. A more complete
measure of the financial burden would include the total payments (interest, fees and repayments) due on each of the
debts of each household in the country, as well as all lending products offered and all suppliers of credit in the market,
whether regulated or unregulated.

2 Information on the special, limited-purpose lenders known as Sociedades Financieras de Objeto Limitado (SOFOLES in the Mexican acronym) was also taken into
account for the years in which they still reported their figures.

3 It is assumed that the estimate of disposable income employed by Banxico includes all of the country’s households, regardless whether they are indebted or not.

4 Banxico only published calculations for 2002, 2006, 2007, 2011, 2012 and 2013. The figures shown relate to the close of 2Q11, 2Q12, 2Q13.

° Unregulated financial intermediaries include multiple purpose lenders or Sociedades Financieras de Objeto Muiltiple (Unregulated Entities), savings banks and private
lenders.
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To throw further light on the degree of financial stress facing Mexican households, then, and to correct some of
the weaknesses in the existing indicators, we propose two methodologies to calculate the financial burden on the
country’s families. The first of these methodologies is based on the information provided in the ENIGH survey of hou-
sehold spending published by the Mexican National Institute of Statistics and Geography (INEGI). Unlike the Banxico
indicators, which use aggregate figures, the calculation of the financial burden based on the ENIGH survey reveals
the statistical distribution of the financial burden on households, and it therefore provides detailed data reflecting the
behaviour of the average Mexican household and the change in the household financial burden in different income
deciles. Furthermore, it allows isolation of the trends in the financial burden representing payments on different types
of debt contracted by Mexican households. As we shall see below, measurement of the financial burden using this
methodology groups payments in respect both of fees and interest, and of loan repayments. It also includes financial
charges in respect of loans granted by both regulated and unregulated financial intermediaries. The main drawback
is that the ENIGH survey is performed only every two years. Furthermore, the survey data is self-reported by respon-
dents, which means that responses are recorded directly and are not compared against any official records to verify
their accuracy.

The second measurement utilises the financial data available on Mexican lenders. This information is utilised to es-
timate the cash flows generated by interest, fees and repayments, which are compared with different measures of
disposable income. The main advantage of this method is its currency, as the data utilised are published quarterly
so that the indicator can be constructed frequently. The downside is that it is an aggregate indicator, and it therefore
throws no light on the indebtedness of the typical or average household, or on the distribution of debt.

3.a.2 Measurement of indebtedness based on the National Household Income
and Expenditures Survey (ENIGH)

Definitions

1) Household income

According to the International Labour Organisation®, household income “consists of all receipts whether monetary
or in kind [..] that are received by the household [..] at annual or more frequent intervals”. Hence, it does not include
“‘windfall gains and other such irregular and typically one-time receipts”. For example, a lottery win does not form part
of household income, because it is a one-off gain and not a periodic transfer. Personal inheritances received from
family members are likewise excluded from household income, again because they are one-off gains.

Furthermore, household income does not include receipts which change a family’s net worth through the sale or
disposal of financial or other assets, or through any increase in its liabilities. For example, the proceeds obtained on
the sale of a property would not be considered household income, and nor would receipts on the disbursement of
loans by financial institutions or other third parties.

Household income is, then, defined as the income available for current consumption, which is expected to be recei-
ved by the household on a regular, recurring basis. The three criteria which inflows must meet for inclusion in house-
hold income are summarised in Table 1.

Table1
Criteria defining household income

Regularity Disposability Net worth
Receipts must be foreseeable on a regular, Receipts must be disposable for current Receipts may not result in any reduction in
recurring basis. consumption. the family's net worth.

Source: International Labour Organisation, 17th International Conference of Labour Statisticians, Report Il. Household Income and Expenditure Statistics. Chapter 3,
Household Income, 2003, Geneva

% Resolution concerning household income and expenditure statistics adopted by the Seventeenth International Conference of Labour Statisticians. ILO. 2003.
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If direct taxes, fines and other mandatory payments made by the household are deducted from household income,
the remainder will be its disposable income. Where information is available on the social security contributions paid
by households and the mandatory or semi-mandatory transfers made, these amounts are also deducted from total
household income to obtain disposable income. According to the ILO (2003), a transfer is semi-mandatory when it
reduces the payee household spending or saving capacity, but the household understands that it has a certain offi-
cial or moral commitment to pay the amount required. By way of example, we might mention transfers made by the
household to support a family member?

2) Household financial and asset-related expenditures

Financial and asset-related expenditures are payments which reduce a household's net worth, and which therefore
do not form part of its current spending (INEGI, 2012). Examples would be property purchases, housing repairs, main-
tenance and extensions, or the acquisition of financial assets like foreign currency, shares or government or private
bonds. Bank deposits made by households also form part of their financial and asset-related expenditures because
they increase savings.

The payment of a range of liabilities form a major component of households’ financial expenditure. These outflows
comprise payments made by households on mortgage and consumer loans, including both repayments and fees
and interest. Loans may be contracted with banks and non-banking financial institutions, or with other individuals
and households.

Available data for Mexico

The ENIGH survey is the main source of micro data on the income and spending of Mexican households. The survey
is carried out by INEGI every two years®, and it is representative of the country as a whole. The ENIGH constructs hou-
seholds’ disposable and current income'™ on the basis of four main components based on source (Table 2): namely,
1) income from employment, 2) property income, 3) transfers and 4) estimated rental worth of homes. The ENIGH
guestionnaire also includes a category which groups all frequently recurring receipts not reported by the respondent
under any of the preceding 4 headings. This category is dubbed “other current income”. In each case, households
report their income net of taxes, payments made to social security institutions (IMES, ISSSTE and similar agencies)
and payments made to trade unions. The four income categories established in the ENIGH survey are in line with the
construction of income recommended by international conferences on this matter™

Table 2
Components of current income according to ENIGH

Current income + Income from employment (monetary receipts and in-kind remuneration)

« Wage-earners
« Self-employed

+ Property income (monetary receipts)
« Financial assets
« Tangible assets

+ Transfers (monetary receipts and transfers of goods and services)
« From institutions
« From households

+ Estimated rental worth of homes (rent attributed to homeowners)

Source: ENIGH 2012. New construction of income and expenditure. Conceptual design and definition of categories and variables.

8 Sometimes called adjusted disposable income (when disposable income includes social transfers of goods and services). This distinction is not applied in this report,
and the reference to disposable income will include both cash inflows and transfers made in kind.

 The first survey of this kind was performed in 1984 and the next in 1989. The survey has been carried out biennially since 1992 with the addition of 2005. The micro
data are available on the INEGI website (www.inegi.org.mx), but only for surveys performed since 2000.

© INEGI defines current income as monetary receipts and non-monetary transfers meeting the criteria of regularity, disposability and net worth described in Table 1
above, less direct taxes, payments social security institutions (pensions, and other retirement benefits) and payments to trade unions. It is therefore comparable to
disposable income, and the two terms are used interchangeably in this report.

' Resolution concerning household income and expenditure. Seventeenth International Conference of Labour Statisticians. ILO. 2003.
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Income from employment (the first component of current income) includes both the remuneration received by
wage-earners and the receipts generated by self-employed workers. In turn, wage-earners’ receipts include wages
and salaries, overtime payments, commissions, bonuses” and other items, as well as the value of any in-kind remu-
neration received by members of the household. Examples of wage-earners would be the employees of private firms
and government employees. Meanwhile, the earnings generated by the self-employed include monetary receipts ob-
tained by self-employed members of the household who own their own unincorporated business (whether formal or
informal). Other examples of self-employed workers are the owners of micro-businesses, the owners of market stalls
(tianguis) and other traders running small convenience stalls. In addition to monetary receipts, the remuneration of
self-employed workers include “self-consumption” and item designed to represent the (retail) value of goods and
services produced or sold by the household and set aside for its own consumption. The cash receipts and transfers
received by members of the household from other work (i.e. aside from regular jobs and self-employment) are inclu-
ded under the heading “other income from employment”.

Property income (the second component of current income) comprises receipts generated by the household from
ownership of financial or tangible assets used by other institutional units. This income may be presented as gains
or proceeds generated from household members' participation in the capital of cooperatives, companies and/or
undertakings operating as companies. It may also be presented as income received by the members of the house-
hold from the lease of tangible assets like land, houses, buildings, premises or other real estate, whether in or outside
Mexico. It also includes interest earned on the ownership of financial assets (eg. term deposits and other savings
accounts), as well as royalties from intellectual property rights like trademarks, patents and copyright.

Transfers (the third component of current income) represent receipts obtained by the members of a household free
of charge by the transferor or provider. The items included under this heading comprise retirement benefits and
pensions®, grants received from government and institutions, monetary donations made by institutions or other hou-
seholds, remittances, benefits under government programmes, and transfers of goods and services from households
and institutions

Finally, the estimated rental worth of homes (fourth component of current income) represents the housing rents
saved by home-owning households, allowing them to apply the savings to the consumption of goods and services.
Unlike homeowners, tenants spend a share of their current income on housing on a regular basis. In other words,
home-owning households are treated as the proprietors of unincorporated providers of housing services, which are
self-consumed by the family. The estimated worth of these services would be equivalent to the market rent which
the household would have to pay to live in a house of the same size, quality and location. This estimate is made by
respondents themselves, based on their knowledge of the local rental market for houses like theirs.

As mentioned above, the four components described make up disposable or current household income. This inco-
me includes both monetary receipts, payments in kind, self-consumption and attributed receipts (as in the case of
the estimated worth of homes). Disposable or current income is the measure typically used to estimate households’
financial burden™, because it is assumed to represent the maximum which a household will be able to apply to the
consumption of goods and services in a given period without incurring debt or reducing net worth. This assumes
that the goods received by a household by way of remuneration for work (payments in kind made by employers, and
self-consumption of goods and services produced by households) can easily be sold, or that their existence frees up
cash resources which the family can spend on current consumption. In reality, however, such goods and services are
not always liquid. It is common, for example, to reject the allocation of the estimated rental worth of homes as income,
because it does not change the proprietor’s standard of living and in any case it is an unrealised gain.®

As a measure, monetary receipts provide a better approximation of households” cash income. This is defined as the
fraction of disposable income which households receive in cash, and which can immediately be used to purchase
goods and services or, for example, to pay off debts. For the present purposes, we consider that it is better to use

2 Bonuses were included for the first time in ENIGH 2008.

3 Pensions refer to mixed contributions systems and schemes based on contributions made by employers, employees and the government.

A As in the rest of the income items, the worth of in-kind transfers is estimated by respondents based on the market (retail) value of the goods and services received.
" For example, the second report of the Seventeenth International Conference of Labour Statisticians (ILO 2003) cites disposable income as the preferred analytic mea-
sure because it approximates to the amount available for spending on household consumption in a given accounting period. Meanwhile, Banxico utilises the disposable
income reported by households in the ENIGH to estimate families’ vulnerability before debt servicing (Bank of Mexico 2009).

> For example, the opinions of the experts attending the Seventeenth International Conference of Labour Statisticians (ILO 2003) ranged from a blanket rejection of
this variable as a component of income to Its classification as property income.
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monetary income, because these receipts can be applied to repay households’ financial debts. In the next section, we
present an estimation of the financial burden treating monetary income as available income.

The ENIGH survey provides information on debt repayments made by household with respect to three kinds of liabi-
lity. These are 1) credit cards, 2) mortgage loans and 3) loans received from the employer of a family member and/or
from third parties or institutions. These three headings include both repayments and interest and fees. Importantly,
the ENIGH guestions do not only seek information on financing received from banks and other regulated financial
institutions, encouraging households to report payments in respect of debts acquired with unregulated financial
intermediaries (like SOFOMES ENR)*® and with other organisations, people or households, like department stores,
friends and families.

Estimation of the financial burden on Mexican households using ENIGH

The financial burden for 2000, 2002, 2004, 2005. 2006, 2008, 2010 and 2012 was calculated based on the data for
current income, monetary income and debt payments reported by households in the ENIGH survey”, in each case
as a proportion of disposable income (debt payments / disposable income) and as a proportion of monetary income
(debt payments / monetary income). All of the estimates were based on quarterly figures and refer only to house-
holds paying some kind of debt (credit card, mortgage and/or other debts with institutions or person)”

Chart 26 Chart 27
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Source: BBVA Research based on ENIGH data. Source: BBVA Research based on ENIGH data.

6 Sociedades Financieras de Objeto Multiple, Entidades No Reguladas (Multiple Purpose Financial Companies, Unregulated Entities).

7 The estimators obtained on the basis of the ENIGH survey are less representative the smaller the number of observations available. Hence, where the sub-set of
households analysed is small, the statistical accuracy of the estimator calculated will be lower. As we shall see below, this consideration becomes important when the
overall set of households is broken down into much smaller groups, such as that comprising only households reporting mortgage payments. Though the statistical
accuracy of an estimate will improve with the number of observations used to calculate it, trend results are not affected.

VA Estimates of the number of households that made debt payments comprise households reporting some kind of loan payment (credit cards, mortgages and other
debts with institutions or persons), regardless whether their reported monetary income was positive or equal to zero. Changes in the estimates are smaller if only
households reporting positive monetary income are considered. Estimates of the financial burden based on monetary income do not take into accounts with zero
monetary income. Estimates of the financial burden based on current income do not take into accounts with zero current income.
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The mean household financial burden was 10.8% of current income (payment of debts / current income) in 2012, and
14.7% of monetary income (payment of debts/monetary income). Chart 25 shows the estimation of the mean hou-
sehold financial burden for each year of the ENIGH survey. As may be observed, the financial burden on households
has increased gradually over the period analysed, although it dipped slightly in 2006.

If households are ordered on the basis of their financial burden based on current income for 2012, the median ratio
(median household) would be 6.3%. Ordering households on the basis of their financial burden based on monetary
income for 2012, meanwhile, the median ratio (median household) would be 8.2%. Chart 27 shows the estimation of
the median household financial burden for each year over the period of the study.

Comparison of Charts 26 and 27 reflects a peculiar feature of the financial burden on Mexican households, which is
that the financial on the median household is lower than the financial burden on the mean household. This means
that those households deviating to the right of the mean financial burden are further from it than households devia-
ting to the left. In other words, a graph of the statistical distribution of the financial burden will display a significantly
longer tail on the right than on the left. In such cases, the distribution is said to have a rightward bias. The consequen-
ce is that the majority of households do not report high levels of indebtedness, but the situation of some households
is critical. In 2012 some 72% of households reported a financial burden 14.7% below the mean (based on monetary
income), but the remaining 28% reported much higher burdens which in some cases were as far as 714% away from
the mean. Charts 28 and 29 are histograms of the household financial burden. Chart 28 orders households based
on current income, while Chart 29 does so based on monetary income. The dotted line indicates the median of the
distribution (i.e. the median household financial burden), and the solid line represents the mean (ie. the mean house-
hold financial burden). As may be observed, the financial burden on the majority of households is below the mean,
whether based on current or monetary income.

Chart 28 Chart 29
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Source: BBVA Research based on ENIGH data for 2012. Source: BBVA Research based on ENIGH data for 2012.

The mean financial burden of Mexican households provides a good reflection of a household's capacity to meet debt
payments in a given period. The mean financial burden for each income decile and the median financial burden were
calculated for 2012 in order see how a household’s financial burden is associated with its level of income and identify
which households are most vulnerable to financial and economic risks. The results are shown in Charts 30 and 31. The
data suggest that household income levels are only loosely associated with the financial burden reported. According
to the data from the ENIGH survey, the households with the highest financial burden based on monetary income are
those belonging to decile |, in which debt payments account for 671% of monetary income. These households have
mean quarterly monetary income of MXN 3,214 (constant pesos, base March 2014). In contrast, the households in
decile VII report the smallest financial burden on average, with debt payments accounting for 10.7% of monetary in-
come. These households have mean quarterly monetary income of MXN 29622 (constant pesos, base March 2014).
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Table 3 shows mean guarterly monetary income per income decile. It also presents the mean quarterly monetary
income of households which reported debt payments and the percentage represented by such households out of
the total in each decile. The correlation between mean monetary income and the percentage of households paying
back debts in each decile is positive on 94.6%. This result is hardly surprising and suggests that levels of financial
penetration are lower among lower-income households. Five out of every one hundred households in the first decile
report debt payments, but this proportion rises to 48 out of every one hundred in the last decile. Let us recall here
that households reporting debt payments comprise all those reporting payments in respect of one or more of the
following: 1 credit card debt, 2) mortgage loans and 3) other debts with institutions or individuals.

Chart 30 Chart 31
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Source: BBVA Research based on ENIGH data for 2012. Source: BBVA Research based on ENIGH data for 2012.
Table 3
Mean monetary income per decile (constant pesos, base March 2014)
Decile (base monetary Mean monetary Mean monetary income of Percentage of households
income) income households reporting debt payments reporting debt payments
| 3401 3214 47%
I 7694 7774 71%
Il 1167 1,220 16%
Y 14,803 15006 10.3%
v 18,810 18,862 140%
VI 23342 23298 155%
VI 29379 29622 204%
Vil 38094 38077 287%
IX 53568 54,298 361%
X 121814 134624 48.2%

Source: BBVA Research based on ENIGH data for 2012,

In addition to grouping households by income decile, they were also classified in terms of the debt payments made: 1)
households reporting credit card payments; 2) households reporting mortgage payments; and 3) households repor-
ting payments of other debts with institutions and individuals. This classification is important because it reveals the
extent to which different types of indebtedness contribute to the financial burden on households. The ENIGH 2012
data indicates that credit cards represent a mean 121% of monetary income in households reporting debts of this
kind. This figure varies between 6.8% and 56.8% depending on the decile® but there is no clear correlation between

'8 The classification by deciles includes only households reporting payments of credit card debt.
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this ratio and the level of a household's income (Chart 32). Something similar occurs with debt-related payments to
institutions or individuals, which account for a mean 13.9% of monetary income in households reporting debt of this
kind. This figure varies between 8.7% and 676% depending on the decile, but once again there is no clear correlation
between this ratio and the level of a household's income (Chart 34).

The trajectory of the financial burden represented by mortgage payments shows that the lower income deciles apply
a larger share of their monetary income to the settlement of these loans than higher-income households (Chart 33).
Strikingly, none of the households in deciles | and Il report mortgage payments, while just 2.3% of the total house-
holds in decile X reported mortgage debts.

Charts 32, 33 and 34 show the mean financial burden represented by payments of each kind of debt (credit card debt,
mortgage loans and other debts with institutions and individuals) by decile and for the total number of households in
the country, based on monetary income. These calculations include only households reporting each debt category.
Charts 32, 33 and 34 also illustrate the total mean financial burden reported by these households (i.e. the burden in
respect of all debt payments made). The dotted line shows the percentage of households paying the type of debt in
question in each decile. For example, the dotted line in Chart 32 indicates that 41.8% of households in the tenth decile
make credit card payments. According to the ENIGH survey, the percentage of households reporting payments of
this kind rises in line with increases in household income. Thus, one out of every one hundred households in the
first decile makes credit card payments, compared to 42 out of every hundred (actually 41.8%) in the last decile. The
percentage of households paying other debts to institutions and individuals reflects a similar trend. Four out of every
one hundred households in the first decile report payments of this kind, and the proportion rises to 17 out of every
100 in the eighth decile. The trend is reversed in deciles IX and X, suggesting that high-income households make less
intensive use of this source of financing (Chart 34).

The penetration of mortgage loans is lower than that of credit card debt and loans from other institutions and indivi-
duals in all income deciles. In fact, just 0.04% of decile Il households make mortgage payments, rising to 2.3% in the
last decile. The ratio increases with the level of household income except in decile VII, where it falls (Chart 33). Chart
35 shows the number of households reporting each type of payments as percentage of the number of households
in each decile, and as a percentage of total Mexican households (“Total” in the horizontal axis). It is important to bear
in mind that a single household may report different kinds of payments.
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Chart 34
Payment of other debts with institutions and
individuals / Monetary income (mean ratio) Chart 35
Households reporting payments in respect of Households reporting debt payments, % of total
other debts with individuals or institutions, % By type of debt
© -
80 - N - 20 60
60 | 24 15 50
40
[
40 6 9 o ¥ 10 30 |
TS 8 8T, 2 L s 19.6
20 - - 2 -8 < g s 20 - -
10 1+ .
0 — —_— —+1 0
—:2>>;;5><g 0 — ————————
2 - == > >5 3 = X X 3
- Other debt payments with institutions ) - 2
or persons / Monetary income (average ratio) —— Homes that report debt payments, % of total
Debt payments / Monetary income (average ratio) Homes that report credit card payments, % of total
—>_ Homes that report other debt payments with Homes that report mortgage payments, % of total
institutions or persons, % of total (rhs) —— Homes that report other debt payments, % of total
Source: BBVA Research based on ENIGH data for 2012. Source: BBVA Research based on ENIGH data for 2012,

Based on the ENIGH data, credit penetration in Mexico in terms of the percentage of households reporting debt
payments has not recovered the levels existing before the crisis of 2008. In the year 2000, some 99% of Mexican
households paid credit card debt, mortgage loans and/or other debts with institutions and individuals, and subse-
guent rounds of the ENIGH survey point to a gradual increase in the percentage to 278% in 2006. Two years later, in
2008, the figure had dropped by 77 percentage points to 201%, and since then it has not changed significantly. The
same trend is observable if each debt class (credit card debt, mortgage loans and other debts with institutions and
individuals) is analysed in isolation. Chart 36 shows the evolution of credit penetration in Mexican households in the
period analysed, reflecting the number of households paying some kind of debt as a percentage of the country’s total
households, and the percentage of households paying each kind of debt. Let us again recall here that debt classes
are not exclusive, and that a household may report different debts of different kinds. Table 4 presents the specific
calculations for each year.

Chart 36 Table 4
Households reporting debt payments as a % of Households reporting debt payments as a % of
total Mexican households total Mexican households
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— - Homes that reported debt payments 2006 27445356 278 171 06 144
---- Homes that paid credit card 2008 27874625 201 128 03 95
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Source: BBVA Research based on ENIGH data. * Debts institutions and individuals

Source: BBVA Research based on ENIGH data.
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Chart 37 shows the evolution of the mean financial burden represented by the different type of debt contracted by
households over the study period. The calculations only take into account households reporting each type of debt
(or at least one type of debt in the case of the “Debt payments/Monetary income” category). As may be observed, the
financial burden represented by the different debt payments has increased slightly compared to 2000. The financial
burden represented by mortgage payments displays the greatest variance, rising from a minimum of 11.2% in 2000
to a peak of 254% in 2008. This pattern is probably due to changes in the average amount of loans granted and/
or changes in the average repayment periods for mortgage loans. In 2012, a household with a credit card paid an
average MXN8627 per quarter on this source of financing (constant pesos, base March 2014), while a household with
a mortgage loan paid an average MXN7,727 per quarter and household with other debts with institutions and indi-
viduals paid an average MXN3904. Taking all households that paid debt of some kind together, the mean quarterly
payment is MXN7155. Chart 38 shows the mean amounts earmarked by Mexican households for the payment of de-
bts in each year of the study period (constant pesos, base March 2014). Table 5 shows the calculations for each year.

Chart 37 Chart 38
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Table 5
Mean debt payments. Indebted households. Constant pesos, base March 2014
Year Credit Card Mortgage Other debts with institutions and individuals Total debt payments
2000 9923 8497 3570 6490
2002 8120 12443 4,284 5978
2004 8,341 10,325 4470 7100
2005 9531 15320 4,272 8001
2006 8678 18600 4676 8182
2008 8928 31941 4204 8194
2010 7279 13408 3937 6,505
2012 8627 7727 3904 7155

Source: BBVA Research based on ENIGH data.

The ENIGH 2012 data show a clear concentration of debt in higher-income households, in terms both of the number
of indebted households and of the amount of debt payment earmarks. Deciles IX and X (based on monetary income)
include 606% of households reporting credit payments, accounting for 851% of the total payments made. In contrast,
deciles | to V represent only 12.4% of the households reporting this type of debt, and their share of total payments is
even smaller on 49%. Households in deciles IX and X reporting mortgage payments represent some 68.3% of the
total, and their payments account for an 82.2% share of the total for this type of debt. The figures for deciles | to V are
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9.7% and 5.2% respectively. Other debts with institutions and individuals are more evenly distributed, however. Deciles
IX and X account for 26.5% of the households paying debts of this kind, while deciles | to V represent 34.4%. In terms of
the total payments made, the share of the top two deciles is 490% and that of the bottom five is 15.8%. Table 6 shows
these calculations for each decile. The bottom rank of the table shows the total number Mexican households paying
each type of debt and the total payments made. This information is supplemented by the figure for mean monetary
income received by the households paying each type of debt in each decile (last two columns).

Table 6
Indebted households, 2012

% share of deciles in the total num-

ber of households paving each % share of each decile in total debt Mean monetary income
paying payments (constant pesos, base March 2014)
type of debt
House- .
Decile Other debts Other debts Households holds Households paying
Credit Mort- with institu- Credit Mort- with institu- making makin other debts with
Card gage tions and Card gage tions and credit card 9 institutions and
L s mortgage R
individuals individuals payments individuals
payments
| 07 00 39 13 00 19 1992 - 3309
I 17 00 53 02 00 15 8014 - 7740
Il 26 08 83 17 06 46 1439 mm 144
\% 26 08 79 06 03 33 15,589 13536 14,868
Y 48 81 90 12 43 45 18914 19,704 18,806
VI 46 108 106 16 72 99 23630 23043 23265
VI 92 33 124 21 19 104 29546 30462 29696
Vil 132 79 16.2 62 36 150 38129 42504 38172
IX 24 270 149 164 315 231 54534 56,695 54,248
X 381 413 16 687 506 259 137054 136039 129897
Base* 3457268 175764 3376089 29825 1358 13179

*In columns 2 to 4 the base indicates the total number of households reporting each type of debt. In columns 5 to 7, the base indicates the total amount of payments
made in respect of each type of debt in constant pesos (base March 2014). The figures shown in columns 8 to 10 are conditional upon households’ using each type of
financing. For example, in decile |, the mean monetary income of households paying credit card debts is MXN1992 constant pesos (base March 2014)

Source: BBVA Research based on ENIGH data for 2012.

To complete this study of the financial burden on households, the trajectory of mean quarterly monetary expenditure
by households making debt-related payments was analysed in order to provide a broader picture of the financial vul-
nerability of Mexican households. For the purposes of the ENIGH survey, households monetary expenditure includes
regular spending on consumer goods and services, regardless whether or not payment was actually made in the re-
ference period. The data show that indebted households in the lower income deciles (I to V) spend, on average, more
than they receive in any given quarter. The monetary expenditure of households in decile |, for example, is 54x their
mean monetary income. In decile V, this figure is 11. The trend is the opposite in the higher deciles, where the average
household receives monetary income above quarterly monetary expenditure. The monetary expenditure of house-
holds in decile VI, for example, is O9x their mean monetary income, falling to 0.8x in decile X. Despite the inclusion
of purchases that will not necessarily be paid in the period in question (such as purchases made on credit or using
credit cards) in monetary expenditure, its size compared to households monetary income provides information on
spending and saving habits. The figures suggest that lower-income households suffer greater financial stress, insofar
as most of their monetary income is earmarked for current consumption, reducing their present and future saving
capacity, and therefore their ability to withstand adverse income shocks. Chart 39 shows mean monetary expendi-
ture per decile as a percentage of mean monetary income for 2012. The calculation includes only households which
reported some kind of debt payment (credit card, mortgage and/or other debts with institutions and individuals). The
figure also shows the mean ratio for all households making debt payments, regardless of their level of income (“Total”
in the horizontal axis).
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Chart39 Chart 40
Monetary expenditure / Monetary income Total debt payments and mean debt payments per
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Finally, the total amount of debt payments made by households in the period of the study was estimated. According
to the ENIGH survey, payments totalled MXN44,362mn in 2012 (in real terms, base March 2014). However, the mean
debt payments per household increased by 10% in 2012 compared to 2010, rising from MXN6506 to MXN7155
(constant pesos, base March 2014), displaying positive, double-digit growth since 2006. Credit cards were the main
component of total debt payments, totalling MXN29,825mn in 2012 (67.2% of the total). This variable was followed by
other debts with institutions and individuals, which totalled MXN13179mn (29.7% of the total) and then by mortgage
payments on MXN1,358m (31%). Chart 40 shows these calculations for the period 2000-2012. The figures described
here represent quarterly flows, and they therefore capture the pressure of debts acquired on household incomes in
the short run. The ENIGH questionnaire is not designed to obtain information on household debt balances. The flows
reflected in the 20121 ENIGH survey represented 0.27% of GDP.

International comparison

A number of countries currently conduct household surveys in order to learn more about consumption, spending
and debt patterns. Naturally, the sample design of each such exercise may differ between economies, and the con-
tents of questionnaires will not necessarily be the same. These factors determine the extent to which estimates of
the financial burden are comparable between countries. For example, the European Central Bank has pursued har-
monisation through its Eurosytem Household Finance and Consumption Survey (HFCS), which collects data at the
household level in the Eurozone countries. The first round of this survey was carried out in late 2010 and early 2011
(depending on the country), and the information collected referred to the previous year in the majority of cases. Chart
41 shows the estimated household financial burden as a percentage of disposable income for all of the countries
taking part in the project, and it also includes the calculation for Mexico based on ENIGH data.®*® According to the
HFCS catalogue of variables, the debt payments taken into account in the calculation of the financial burden in the
participating countries comprise mortgage payments and payments on other loans, such as car loans, other consu-
mer loans, loans from family, friends and employers and other credit. This measurement includes financing obtained
from both the formal and the informal sector, and we therefore consider it comparable to that performed in Mexico.

2 |n the Mexican case, the median financial burden is shown by household based on current income (or disposable income), the most nearly comparable measure to
that used in the HFSF.
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Chart 41
Household debt payments in proportion to disposable income (median), %
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Source: BBVA Research using European Central Bank data (Eurozone countries) and ENIGH 2012 (Mexico).

As mentioned at the beginning of this chapter, one of the main advantages of using survey data is that it provides
sufficient information to establish the statistical distribution of the financial burden on households, throwing light on
the behaviour of the average household. Surveys also provide information on the financial burden represented by
the different kinds of debt and allow identification of the households segments which are most vulnerable to finan-
cial and economic risks. In contrast, the main problem with using surveys as an information source is that most are
conducted only once every one, two or even three years, preventing the construction of series showing multiple
observations over time (unlike estimates based on aggregated monthly or quarterly series). Furthermore, the infor-
mation provided by surveys is self-reported, which means that the data provided by respondents is not verified but is
simply assumed to be accurate. The literature on this matter documents that respondents are especially sensitive to
guestions about income (or sales in the case of company surveys) and debt, and it is therefore likely that estimates
involving variables of this kind will be skewed (downward bias).

The next section describes an alternative measure constructed on the basis of the regular information reported to
the financial authorities by regulated (and some unregulated) financial intermediaries. This information is used to
estimate the aggregate debt service paid by households. The main advantage of this procedure is that it provides a

more appropriate measure of indebtedness than survey data. Being reported to the authorities, moreover, the data
will be previously validated.

3.a.3 Estimation of the financial burden based on data from intermediaries

Definition and considerations

As explained in the June 2012 issue of Mexico Banking Outlook, family debt servicing may be defined as the pay-
ments made by them on a regular basis in respect of interest, fees (@annual, opening and loan administration fees)
and repayments of the consumer and home loans they contract.? Debt service implies a financial burden for families,
which must set aside a part of their disposable income to meet payments. Consequently, the financial burden is defi-
ned as the size of debt service payments in proportion to some relevant measure of household income.

The information on regulated financial intermediaries published by the Mexican National Banking and Securities
Commission (CNBV), Banxico and other institutions allows the estimation of total debt service payments. The defi-
nitions and information sources utilised to determine payment classes are provided in the appendix at end of this
article. Panel A of the appendix shows the definitions for consumer loans, and panel B the components and entities
concerned in home loans. As may be observed in Panel A, for example, data on interest and fee income published
by the CNBV was used for payments in respect of interest and fees on consumer loans granted by retail banks (RB).

' In principle, debt service should also include payments of insurance premiums related with the loans contracted. However, no data currently exists that would allow
the estimation of premiums, and they are not therefore included in our analysis.
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The main advantage of the proposed indicator is that it is constructed on the basis of information published monthly
or quarterly, which means it is much more up to date than the indicator obtained using ENIGH survey data. An
additional advantage is that it can be broken down by payment item (interest, fees and repayments), by the type of
intermediary granting the loan (bank or non-bank) and by credit segment (consumer and home loans).

The main drawback is that it is an aggregate indicator. This means it cannot be used to estimate the indebtedness of
the average or typical household, which can be done using the ENIGH-based indicator. A second disadvantage is that
not all of the information that would be wished to construct the indicator on the most appropriate basis is available,
especially in the case of loans granted by non-bank lenders. For this reason, certain assumptions are utilised in some
cases, as enumerated in the appendix and explained briefly below.

Evolution of family borrowing
Debt service is partly estimated based on the balances of consumer and home loans, and the behaviour of these
variables is therefore closely linked. In this light, a brief analysis of the evolution of borrowing is needed.

Consumer loans

At the close of 2013, the balance of total consumer loans was MXN926bn (Chart 42). Most of this lending (77%) was
granted by banks and the rest (23%) by non-bank intermediaries.?? Significant growth may be observed both in ab-
solute terms and relative to GDP. At the close of 2000, the total balance was just over MXN140bn (constant pesos,
March 2014), equal to 1.2% of GDP (Chart 43), but by the end of 2013 it had risen to 5.5% of GDP (growth of 4.2 percen-
tage points in bank lending and 1.3 percentage points in non-bank lending). Between 2000 and 2013, then, the total
balance of consumer loans grew by 66x in real terms, equal to 4.3% of GDP.

Chart 42 Chart 43
Consumer loans by type of intermediary, balances Consumer loans by type of intermediary, balances
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Source: BBVA Research based on Banxico, CNBY, BMV and INEGI data. Source: BBVA Research based on Banxico, CNBV, BMV and INEGI data.
Year-end balances. Year-end balances.

This growth displays different patterns over the period. The period 2000-2007 saw significant expansion with ave-
rage real annual growth of 27-5% (Chart 46). This was mainly due to bank lending, the balance of which grew at an
average annual rate of 33.6%, compared to 12.7% for non-bank lending. This expansion was interrupted in 2008-2009,
however, when bank lending contracted by an average of 129%, in contrast to 15.8% growth in non-bank lending. Total
consumer lending has recovered since 2010, although growth rates remain very moderate at an average of 10.2%
per annum for consumer loans granted by banks and 9.7% for non-bank consumer loans. In 2013 growth in non-bank
consumer loans was in fact faster than bank lending (real annual growth rate of 15.0% vs 70%).

22 Non-bank lending comprises the credit card balances of department stores (8 9% of the total balance), lending by regulated non-bank financial intermediaries (7.5%),
unregulated SOFOMES (57%), and the balance of lending by FONACOT (1.3%).
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Home loans

At the close of 21013, the balance of home loans was MXN19trn (Chart 44). In contrast to consumer loans, most home
loans are granted by the non-bank sector (73.0%), which is hardly surprising given that Mexico's main lender is INFO-
NAVIT (49.2% of the total balance). Banks account for 270% of the balance, while FOVISSTE, Unregulated Non-Bank
Financial Intermediaries (IFNB in the Mexican acronym) and unregulated SOFOMES together make up 10.3% of the
total balance. This analysis also includes the balance of mortgages are packaged in the form of tradable mortgage-
backed securities (MBS), which represent 135% of the total.>

In the year 2000 the balance of home loans was a little more than MXN870bn, which has since grown by some 2.2X
(real increase to the close of 2013). This represents an increase of 3.8 percentage points in terms of GDP, from 74%

to 111% (Chart 45).
Chart 44 Chart 45
Home loans by type of intermediary, balances in Home loans by type of intermediary, balances as a
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Source: BBVA Research based on Banxico, CNBV, INFONAVIT, FOVISSSTE, Source: BBVA Research based on Banxico, CNBV, INFONAVIT, FOVISSSTE,
BMV and INEGI data. BMV and INEGI data.
Year-end balances. Year-end balances.

Real annual growth in home loans has nevertheless been more moderate than in the case of consumer loans,
rising at rates of 10% or less. Breaking this growth down by type of intermediary, non-bank mortgage lending was
significantly more dynamic between 2000 and 2004, running at real average annual growth rate of 151% while bank
lending fell by an average 12.7% in this period. However, bank lending expanded faster than non-bank mortgages
between 2005 and 2007, and growth has been moderate in both sectors since 2008. The expansion in bank lending
was greater in real terms in 2013, running at 3.6% compared to 0.7% (Chart 47).

The patterns observable in the balances of both consumer and home loans are important if we are to understand the
evolution of family indebtedness. As we shall see below, consumer loans currently account for a larger share of the
debt service payments made by households. This is largely the result of increased lending by the banking and non-
banking sector, but it is also due to changes in the cost of loans. Meanwhile, mortgage lending has also grown signifi-
cantly in terms of debt service payments, a phenomenon which is related with the expansion of non-bank lending at
the beginning of the decade, and more recently with more attractive conditions for borrowers offered by retail banks.

2 We estimate that it is elevant to include this concept in the family indebtedness measurement because, beside its relative importance in the total balance of homes
loans, these credits are househould debts, despite that when they are in the stock markets they went out of the intermediaries balance.
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Chart 46 Chart 47
Consumer loans by type of intermediary, Home loans by type of intermediary,
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Measurement and evolution of household debt service

The balances of consumer and home loans provide an idea of households’ total indebtedness with financial interme-
diaries, but they do not tell us how much households pay on a regular basis. To learn this, we need information on
the flow interest payments, fees and repayments, which we can obtain from a number of sources or, in some cases,
on the basis of certain assumptions.

1 Interest payments and fees

Data on interest and fees paid to banks was obtained from the historical financial indicators published monthly by the
CNBV. In the case of development banks, payments in respect of interest and fees were calculated by multiplying the
balance (obtained from Banxico) at the implicit rates of interest and fees charged by retail banks.2*

Interest and fees paid on loans granted by the non-bank sector were estimated based on balances, and in some
cases assumptions for interest rates and fees. As shown in the appendix, for example, the total interest and fees paid
on department store credit cards and to unregulated SOFOMEs were estimated by multiplying the outstanding credit
balance by the interest and fee rates charged by retail banks plus a spread. This spread was obtained based on data
published by CONDUSEF on the total annual cost (TAC) of various credit cards, including cards issued by department
stores, and other loans granted by other intermediaries.”® The sum of these items provides an estimate of the cash
flows earmarked by Mexican families to for the payment of interest and fees to financial intermediaries.

Consumer loans

As shown in Charts 48 and 51, the annual sum paid by families in respect of interest and fees on consumer loans
(bank and non-bank loans) was MXN309bn, an increase of 94% in real terms compared to the previous year. Breaking
this total down by loan type, we may observe that non-revolving bank loans (personal, payroll, car loans, and loans
for the acquisition of consumer durables) were the main item concerned in payments of interest and fees (43.3%),
followed by non-bank loans (28.8%) and bank credit cards (27.9%).

Between 2000 and 2013, payments of interest and fees on consumer loans expanded almost 9x in real terms due to
the increase in payments on both bank loans (79x) and non-bank loans (156x). The banking sector saw a significant
increase in payments on non-revolving loans beginning in 2009, displacing credit card payments (see Chart 49),
which have shrunk by 41% since 2007.

» The implicit rates are obtained by dividing annual flows of interest and fee income by the average annual balance of loans.

2 In the case of credit cards, we consulted the article /Cudl tarjeta me conviene? published in the journal Proteja su Dinero, issue No. 150, August 2012, CONDUSEF. In
the case of payroll loans, we consulted the article ¢Sabes cudl es la tasa de interés y el CAT que te cobran por tu crédito de ndmina?, CONDUSEF press release No. 45,
24 June 2013.
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Chart 48
Annual payments in respect of interest and fees Chart 49
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The non-banking sector has expanded significantly since 2010 as a result of increasing payments on department
store credit cards and payments to other regulated non-bank financial intermediaries (IFNBs in the Mexican acron-
ym), mostly SOFOMEs, granting non-revolving loans.?® Payments on department store credit cards doubled between
2009 and 2010, and payments to regulated SOFOMESs grew 75x. In 2012 payments of interest and fees on non-bank
consumer loans grew even faster compared to the preceding years, taking unregulated SOFOMES into account

(Chart 50).7
Chart 51

Chart 50 Annual payments in respect of interest and fees
Annual payments in respect of interest and fees paid on revolving and non-revolving consumer
paid on non-bank consumer loans. Expressed in loans. Expressed in bns of constant pesos, base
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Source: BBVA Research based on Banxico, CNBV and BMV data. Source: BBVA Research based on Banxico, CNBV and BMV data.

To sum up, interest payments and fees on bank credit cards have fallen since the late 2000s, while payments on
department store credit cards have increased. Furthermore, payments on bank credit cards have been displaced by
non-revolving loans granted both by banks themselves and by the non-bank sector.

% Only regulated SOFOMES which are not consolidated with their owner banks. Those that are consolidated are included in the banking sector.

? Though unregulated SOFOMES have existed since 2007, the information available on their operations is limited given their nature as unregulated entities. BBVA
Research was nevertheless able to extract relevant information on those unregulated SOFOMES which issue debt on the Mexican Stock Exchange (BMV). This data
was available as from 2012.
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The diminution in payments on bank credit cards can be explained by at least two factors. The first of these is the
increase in totaleros, customers who pay off the whole balance of their purchases each month and who therefore
generate no interest. According to the periodic credit card indicators published by Banxico, balances on bank credit
cards which did not generate interest represented 12% of the total outstanding in 2009, but their share had grown to
207% by December 2013. The second factor is the falling cost of bank credit cards. Chart 52 shows that credit card
costs (which include interest and fees) were 305% in June 2010 but had slipped to 26.9% in December 2013, a fall of
35 percentage points.

Chart 52
Evolution of the annual cost of bank credit cards, Chart 53
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The rise in payments on non-revolving loans may also be related to an increase in loan awards. Chart 54 shows
bi-monthly details of the amount and number of loans granted by retail banks in the payroll, personal and cars seg-
ments in 2011 and 2013. It reveals a clear and continuous increase in both the amount and the number of personal
loan awards. Furthermore, the average two-monthly loans granted totalled MXN14.3mn in 20711, rising to MXN22.6mn
in 2013, an increase of 58% in real terms. At the same time, car loans granted by regulated SOFOMES have also increa-
sed, as have personal loans since the second half of 2013 (Chart 55).

Chart 54 Chart 55
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The increase in these loans has been accompanied by a fall in their cost as shown in Chart 53, which presents the
recent trend in the cost of non-revolving loans granted by retail banks and the main cost items. While the cost of non-
revolving bank loans in fact rose between June 2010 and March 2014 (31.7% to 35.3%), the cost of loan components
has recently fallen. For example, the cost of payroll loans, which accounted for 39% of the total non-revolving portfolio,
diminished by 1.2 percentage points between March 2012 (first figure available) and March 2014. Meanwhile, the cost
of personal loans (37% of the non-revolving portfolio) shrank by as much as 54 percentage points in the same period.
Finally, the cost of car loans (21% of the portfolio) has remained stable at around 13%.

Home loans

At December 2013, interest and fees on home loans totalled MXN207bn, 55% of which consisted of payments to
INFONAVIT, 28% payments to banks, 16% to other unregulated non-bank intermediaries and 1% to unregulated SO-
FOMESs (Charts 56 and 57). Given that INFONAVIT is the sector’s leading institution, it is only to be expected that it
should account for the lion's share of interest payments, although payments to banks have increased significantly
since 2004.

As in the case of consumer loans, interest payments and fees on home loans increased between 2000 and 2013.
Payments to the banking sector expanded 24x in this period, compared to increases of 25 and 4.2x in payments to
INFONAVIT and other regulated financial intermediaries (IFNBs), respectively. The result was growth of 2.7x interest
and fees paid in this segment.

Chart 56

Annual payments in respect of interest and fees Chart 57
paid on home loans. Expressed in bns of constant Percentage structure of annual interest payments
pesos, base March 2014 and fees on home loans, %
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The increase in interest payments on home loans is very likely due to the expansion origination by INFONAVIT in
the decade to 2010 and the recent growth in bank origination. In the first place, the term of home loans is typically
longer than 10 years, which means that many of the loans granted by INFONAVIT in the preceding decade remain
outstanding and, therefore, still generate interest. Second, recent INFONAVIT origination is still significant, despite the
decrease compared to prior years (Chart 58). Meanwhile, origination by banks and other IFNBs has expanded since
2010, probably on the strength of falling costs (bank interest rates have edged ever closer to the rates charged by
INFONAVIT, Chart 59), which has made their loan products increasingly attractive. The result has been a constant
increase in interest and fees paid on home loans.
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Chart 59
Interest rates and Total Annual Cost of bank, non-
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2) Debt repayments

In addition to interest payments, families are also obliged to make regular repayments of principal on the loans con-
tracted. These payments depend basically on the terms of loans. For example, if a person acquired a personal loan of
MXN1000 with a term of two years, he/she would have to repay MXN500 each year in addition to interest and fees
in order to settle the debt in its entirety.

As far as we are aware, there is no publicly available information on loan repayments made by borrowers in the
financial system. Hence, an approximate calculation was made by multiplying the balance of outstanding loans by a
repayment rate depending on the terms of each loan type. Returning to the above example, the borrower in a loan
contracted for two years would make repayments at an annual rate of 50% (i.e. 1/term of the loan, in this case ).

For the purposes of our analysis, data on balances was obtained from Banxico, while information on the terms of
non-revolving and home loans was obtained from the CNBV. The reference taken in the case of credit cards was the
minimum percentage payment established by Banxico in its regulations?.

Consumer loans

The total repayments made on consumer loans in 2013 reached MXN215bn, 174% more than in the preceding year. As
may be observed in Charts 60 and 61, the majority of repayments were made on personal bank loans (26%), followed
by non-bank loans (23%), payroll loans (20%), bank credit cards (16%) and other non-revolving bank products (eg. car
loans), which represented 15%.%

There has been a considerable increase in repayments both in the bank and non-bank sectors over the decade. Bet-
ween 2000 and 2013, repayments made to banks rose at an average rate of 256%, and by 2013 they were 166x hig-
her than in the year 2000. The average annual growth rate was smaller in the non-bank sector at around 175%, and
repayments in 2013 were therefore smaller than in the bank sector, although they were still 7x higher than in 2000.

2 Only the interest-bearing part of the outstanding balance was considered in the estimation of bank and department store credit cards.
2 Charts 60 and 61 reflect a greater degree of disaggregation than Charts 48 and 49 presenting interest payments and fees. This is because the available information
on bank interest income is not disaggregated, but estimates of repayments are based on balances for which a greater level of disaggregation can be obtained.
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Chart 60

Annual repayments on bank and non-bank Chart 61
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Non-revolving consumer loans make up the main repayment item (Chart 63). In the bank sector, these balances
totalled MXN131bn at December 2013 (Chart 60), accounting for 78.7% of the bank total. In the non-bank sector, mean-
while, repayments made on non-revolving loans amounted to MXN38bn (Chart 62), accounting for 781% of the sector
total. This was only to be expected, given that non-revolving loans have a fixed term, which is generally less than five
years, although this depends on the type of loan.®

Repayments on bank and department store credit cards (Charts 60 and 62, respectively) increased beginning in
2012. This is due to Banxico regulations governing minimum payments which came into force in January, although
percentage increases were implemented stepwise between 2011 and 20137

Chart 62
Annual repayments on bank and non-bank
consumer loans,

Chart 63
Annual repayments on bank and non-bank credit
card balances,

amounts MXN bn, March 2014 amounts in MXN bn, March 2014
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Source: BBVA Research based on Banxico, CNBV, FONACOT and BMV data. Source: BBVA Research based on Banxico, CNBV, FONACOT and BMV data.

39 For example, the average rate for retail banks in February 2014 based on CNBV data was 2.8 years for personal loans, 3.3 years for payroll loans, 4.1 years for car loans
and 15 years for loans granted for the acquisition of consumer durables.

3! The Banxico credit card rules establish minimum payments equal to the higher of: @) the sum of i) 15% of the outstanding balance on the revolving part of the credit
facility at the period cut-off, not including interest for the period or value added tax (VAT), and i) the aforementioned interest and VAT; and b) 1.25% of the limit on the
credit facility granted. The rules established a percentage minimum payment of 0.5% for point a) between 3 January 2011 and 3 January 2012, rising to 10% for the
period from 4 January 2012 to 3 January 2013, and 15% as of 4 January 2013, In order to simplify our analysis, and given that the available data refers to balances, we
applied the rules established in point a) to estimate credit card repayments.
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Home loans

Repayments of mortgage loans totalled MSN107bn in 2013, a slight decrease in real terms compared to 2012 (-0.7%).
This decline was the result of smaller repayments made to the non-bank sector, and in particular to unregulated SO-
FOMEs and other IFNBs, which is in turn related to a diminution in the balance held by these institutions (-9.5% and
-5.3% per annum in real terms at the close of 2013).

As in the case of interest payments, the majority of loan repayments go to INFONAVIT in percentage terms (576% at
December 2013), followed by banks (266%) and payments on loans packaged as MBS 136%).

Chart 64

Annual repayments on bank and non-bank Chart 65
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Mortgage repayments made between 2000 and 2013 grew at an average annual rate of 60% in real terms, which
means these payments were 21x higher in 2013 than in 2000. Payments on bank mortgages have grown at a slower
rate than the total (@annual average of 26%), while payments to INFONAVIT have grown faster 75%). As a consequen-
ce, repayments made to banks were only 30% greater in 2013 than in 2000, while payments to INFONAVIT grew 2.5x.

Chart 66
Evolution of the weighted average term of home loans granted by retail banks, years
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It is possible that the slower rate of growth in bank repayments is related to an increase in the terms of the loans
granted. As may be observed in Chart 66, the weighted average term of the mortgage loans granted by retail banks
was 166 years in 2009, increasing to 18 years in March 2014. A longer term implies that households have more time
to settle their mortgages, and therefore the amount due each year will be smaller. Meanwhile, the increase in repay-
ments to INFONAVIT may be related to its expansion in the early years of the decade, as explained above.

3) Total financial payments made by families

The estimated total payments made in respect of interest, fees and repayments on consumer and home loans repre-
sent total debt service payments made by families, the amount of which is shown in Table 7. The total for 2013 was
MXNB837bn, 79% more than the estimate for the prior year. Average annual real growth in debt service between 2000
and 2013 was 12.9%. On this basis, debt service was 4.7x higher in 2013 than in 2000.

According to our estimate for 2013, 616% of the total debt service paid by families was applied to interest payments
and the remaining 384% to repayments of principal. This percentage has remained practically constant in a range
of 62% to 64% throughout the period analysed, indicating similar growth rates for both items (12.9% per year in real
terms).

The data by loan segment reveal changes in the distribution of payments. While the greater part of debt service
(715%) was applied to the mortgage payments in 2000, the opposite is now the case and in 2013 the majority of debt
service payments were made in respect of consumer loans (62.7%). This is the result of faster growth in the latter
segment (real average annual growth of 20.7%) than in home loans (real annual growth of 7.2%).

From the standpoint of the type of intermediary, the majority of debt service was paid to banking institutions in 2013.
Thus, the share of payments to service bank loans grew from 39.2% in 2003 to 651% in 2007, then dropped from
639% in 2008 to 52.9% in 2010, since when it has remained stable at a around 56%. This was the result of slower
growth in payments made to banks than to non-bank intermediaries (111% vs. 12.9%).

Table 7
Estimated annual debt service payments (MXN bn, March 2014)
Payment item Loan type Intermediary
Year Repay- Consumer Home Non- ) Total
I+F ment % I+F loans loans % consumer loans Bank bank % paid to banks

2000 M09S 659 627 504 1264 285 833 935 471 1768
2001 el 6838 628 540 1308 292 788 1060 426 1849
2002 1309 758 633 677 1391 327 808 1259 391 2067
2003 1524 84.2 644 847 1519 358 929 1437 392 2366
2004 1739 989 637 1159 1569 425 1207 1521 442 2728
2005 2154 1218 639 1654 1718 491 7709 1663 507 3372
2006 2650 1471 64.3 2240 1881 543 2396 1725 581 4121
2007 3151 180.2 636 2937 2015 593 3225 1728 651 4953
2008 3561 1972 644 3175 2357 574 3536 1997 639 5533
2009 3332 2079 616 2793 2619 516 3098 2314 572 5412
2010 3647 2151 629 3019 2779 521 3065 2733 529 5798
201 4145 2405 633 3639 2910 556 3574 2975 546 6549
2012 4852 2908 625 465.2 3107 600 4321 3439 557 7760
2013 5155 3218 616 5237 3136 625 4722 3651 564 8373

Source: BBVA Research based on CNBV and Banxico data.
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Household financial burden indicator

Following the methodology proposed in this article and in the June 2012 issue of Mexico Banking Outlook, total
debt service payments provide the numerator for the household financial burden indicator. As mentioned above, the
denominator consists of a relevant measure of income, so that the financial burden indicator measures the share of
household incomes applied to pay debts with financial intermediaries. Relevant measures of income include GDP,
the Wages and Salaries line of the National Account, total wages of workers affiliated to the Mexican social security
system (IMSS), total wages plus benefits received by public servants, and the households annual monetary income
as reported in the ENIGH survey.

Chart 67
Evolution of the household financial burden based on different income measures, %
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Source: BBVA Research based on Banxico, CNBV, BMV, INFONAVIT, FOVISSSTE, SHCP and INEGI data.

The financial burden indicator throws up different results depending on the income measure utilised (Chart 67).
For example, household debt service is 5% if GDP, the broadest income measure, is used. However, the use of other
income measures, which though narrower than GDP are also more informative because they reflect the resources
actually received by families, changes the calculation of the financial burden depending on the breadth of the mea-
sure. For example, if income is measured in terms of the remuneration received by wage-earners according to the
National Accounts, the financial burden for 2013 would be 21%, but if we use total wages, or total wages plus benefits
received by public servants, then the financial burden will be 51% or 43%, respectively. If the reference is the monetary
income received by households, the financial burden indicator was 21% in 2013, but the income of households repor-
ting indebtedness In the ENIGH survey is taken, the financial burden is higher (57%).

A second, even more important result, is that the financial burden has increased, regardless of the income measu-
res applied as the denominator, by a range of between 24x (financial burden measured on the basis of monetary
income reported in the ENIGH survey) and 2.8x (other indicators). These growth trends are similar to those obtained
and presented in the June 2012 issue of Mexico Banking Outlook, which estimated growth of between 2.5x and 2.8x
between 2000 and 2011.

Interest and fees represent the largest share of the financial burden on any income measure (Charts 68 and 69),
although the growth trend is very similar to that for repayments of principal. In 2013, the financial burden in respect
of interest and fees was 31% as measured by GDP, a figure which is close to the result obtained by Banxico using
disposable income.

Meanwhile, the consumer loans segment concentrates the largest share of the financial burden, because both banks
and the non-bank sector have recently increased their loan awards (Charts 70 and 71).
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Chart 68
Household financial burden in respect of interest
and fees based on different income measures, %
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Chart 70

Household financial burden in respect of
consumer loans based on different income
measures, %
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Chart 69
Household financial burden in respect of loan
repayments based on different income measures,
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Chart 71
Household financial burden in respect of home
loans based on different income measures, %
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The growth observed in the financial burden indicator does not necessarily imply a negative signal for the financial
system. For example, if households have improved their job and earnings prospects, it is likely that they will decide
to borrow more in the present to consume additional goods. In this case, an increase in the indebtedness indicator
would in fact send a positive signal about the economy. In contrast, if households increase their debt to meet unex-
pected expenses, the indicator may reflect overborrowing, signalling vulnerability in the system. As this financial
burden indicator is based on aggregate information, it is not possible to determine why families borrow more or less,
or the specific characteristics of indebted families. In this light, it would be useful to find other sources of information
to supplement the proposed indicator and throw light on the underlying reasons for trends.

3.a.4 Comparison between the ENIGH-based measurement of the

financial burden with measurement based on aggregate information from
intermediaries

In the preceding sections we have presented to indicators designed to measure household indebtedness, the first of
which is based on the debt-related payments reported by households in the ENIGH survey, while the second is based
on financial information concerning lenders. Given that these indicators are based on different information sources,
it is guite natural for them to diverge in some respects. In this section, we briefly describe a comparison of the results
generated by both indicators and we postulate some explanations for the differences observed.
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Chart 72 reveals a significant difference in the payment flows reported by the families responding to the ENIGH
survey and the payments flows estimated on the basis of intermediary data. The gap between the two appears to
narrow in the period to 2006, but after 2008 it again increased, so that the debt service flows of MXN776bn estima-
ted for 2012 were 44x greater than the annual payments of MXN177bn reported in the ENIGH survey. This results in
different indicators for the financial burden (Chart 73). Based on the ENIGH data for 2012, some 12.6% of families’ mo-
netary income is applied to the payment of debts, while the figure estimated on the basis of data for intermediaries
suggests that 55.2% of income is applied to debt service payments.

Chart 72
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Chart 73
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Disaggregating the ENIGH data and the estimates of debt service by application of payment, we may observe that
the difference is rooted in mortgage payments and payments in respect of debts with other individuals and insti-
tutions (Charts 74 to 76). For example, while the ENIGH respondents reported annual mortgage payments of MXN
5bn, estimated debt service throws up a figure of MXN311bn. Moreover, the two measures follow the same trend until
2006, but this is reversed in 2008 whereafter ENIGH payments fall while estimated debt servicing increases.

Chart 74

Mortgage payments based on
ENIGH data vs. estimated debt
service

Chart 75

Payments to other individuals and
institutions based on ENIGH data
vs. estimated debt service

Chart 76

Credit card payments based on
ENIGH data vs. estimated debt
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Source: BBVA Research based on INEGI, Banxico, CNBV, BMV, INFONAVIT, FOVISSSTE and FONACOT data. Shares at March 2014.
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This is also the case with payments to other individuals and institutions reported in the ENIGH survey. Here, the
comparison was made with respect to the estimation of payments made to service non-revolving consumer loans,
including payments to both banks and non-bank financial intermediaries, as this would be the most comparable
segment with the item reported in the ENIGH survey. ENIGH reported payments of MXN53bn under this item in 2012,
compared to estimated debt service of MXN328bn, 6.2x more. Meanwhile, the information on credit card payments
appears more consistent and presents the smallest differences, particularly in 2006, 2010 and 2012.

Among the possible reasons for the differences observed, we may mention the following. In the case of the diffe-
rences between payments made to other individuals and institutions, and servicing of non-revolving loans, we may
note that the latter measure includes only data from financial intermediaries, while the former includes payments
of all kinds. Hence, it is possible that the information gathered by the ENIGH survey will show results that are not
necessarily comparable with data on intermediaries. It is also likely that some personal loans granted to the owners
of small and medium-sized businesses are classified as consumer loans, even though the proceeds are utilised for
commercial purposes. If so, these loans would not be recorded as household debt in the ENIGH survey, but they
would appear in the balance of consumer loans granted by intermediaries, and they would therefore be included in
the estimation of debt service.

Furthermore, the estimators obtained on the basis of the ENIGH survey are less representative the smaller the num-
ber of observations available. Hence, estimates based on mortgage payments are less representative than those
based on other types of loans, because few households report home loan payments.

In the case of discrepancies in mortgage payments, it is also likely that some households have mortgage loans,
and therefore make payments of this kind, but do not report them in the ENIGH survey. This may be inferred from
a comparison of the number of households reporting payments with the number of loans reported by retail banks
to the CNBV. In the 2012 ENIGH survey, almost 176000 households were recorded as having made mortgage pay-
ments, but CNBV data for the same year show that retail banks had a total of 822,000 outstanding mortgage loans
on their balance sheets. While it is true that mortgages loans are granted to a person and not to a household, banks
often allow aggregation of the income obtained by other family members in order to grant higher loans. In this light,
it seems reasonable to suppose that the members of the typical Mexican household do not have more than one or
two mortgage loans. It is therefore likely that the 822,000 loans reported by banks in 2012 were granted to a similar
number households, which would in any event be a much larger number than that of the households reporting
payments in the ENIGH survey. The evidence thus points to a possible downward bias in the mortgage payments
reported in the ENIGH survey.

3.a.5. Conclusions

The household financial burden is considered a key indicator to measure the financial vulnerability of families in
an economy. However, no specific measurement of this variable currently exists for Mexico. The Bank of Mexico
has gone to considerable trouble to publish two annual indicators which approximate the pressure of debt on the
country’s households from two different angles. One of these the household financial position indicator, which cap-
tures the degree to which the total balance of households’ debt is covered by their assets. The second indicator is
household debt service, which provides information about changes in the trend of payments made by households
in respect of interest and fees. While these indicators are certainly very useful to track the behaviour of key variables,
they only partially approximate the debt burden for Mexican households.

This study proposes two alternative methodologies which will help throw light on the level of household indebted-
ness. The first estimates the financial burden on the basis of micro data drawn from the biennial ENIGH survey for the
period 2000-2012. The wealth of data provided by this survey allows estimation of the average household financial
burden for different groups of households and different types of loans. It also provides information on other variables
with a direct impact on households' financial fragility, like mean monetary income and mean monetary expenditures.

The second methodology estimates the financial burden utilising data reported by financial intermediaries to the
authorities and different definitions of disposable income. This aggregate financial burden indicator has risen conti-
nuously over the period analysed, regardless of the income measure utilised. As mentioned in the article, however,
this need not necessarily signal vulnerability in the system, as the indicator proposed sheds no light on the reasons
for increased indebtedness, which could be explained by better economic conditions, an improved outlook for hou-
seholds, or an expansion in the supply of financial services. Hence, the aggregate indicator is most useful when it
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is supplemented by micro data providing a more detailed view of the characteristics of the households contracting
debt. In this regard, we would stress that the results provided by the indebtedness measures using these two different
types of information may sometimes diverge, as was observed in the comparative analysis offered above of estima-
tes of debt servicing based on the data reported by financial intermediaries and using the ENIGH data. In fact, the
two indicators serve different purposes, although they complement each other. For example, the aggregate indicator
provides a more current and frequent measure of the evolution of indebtedness, and it is comparable with other
macroeconomic and financial variables.

These advantages of the aggregate indicator would allow its inclusion in the quarterly analysis of lending published
in future editions of Mexico Banking Outlook, and it could certainly be usefully supplemented by indicators at the
household level obtained in future ENIGH surveys.
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Definitions and information sources utilised to estimate debt servicing based on data from intermediaries

Panel A. Consumer loans

Entity

Interest Fees

Repayments

Retail banks (RB):

Income from interest
charged on the existing
portfolio of consumer
loans (quarterly flows)

Initial loan arrangement fees,
and other fees and commis-
sions charged on loans (quar-
terly flows)

CC = Spending balance,, x % minimum payment x
% deferred balance

Non-revolving loans = Spending balance,, x 1/
weighted average term (WAT)

WAT,, = 3*_, segment term, x share of consumer
loans portfolio,

i = Personal, Payrol Personal, Payroll, ABCD, Car
loans

Source: Historical Financial Indicators, CNBV

Source: Banxico credit card regulations and Basic
credit card indicators reports; Reported portfolio
balances by interval of the original term of personal,
payroll, car and ABCD loans, CNBV

Development banks
DB)

Spending balance  x Spending balance, x % Fee rate

Implicit interest rate on non-revolvcons. loans,,

non-revolving consumer
Fee rate,, = quarterly flow of

income from fees,, / spending
balance,,

loansx Implicit interest rate
on non-revolving consum-

er loans,,

Spending balance x (I/WAT )
WAT ;= 3°_, segment term, x
share of consumer loans portfolio,

i = Personal, ABCD, Car loans

Source: Total Lending to the Non-Financial Private Sector,
Banxico; Historical Financial Indicators, CNBV

Source: Reported portfolio balances by interval of
the original term of personal, car and ABCD loans,
CNBV

Department store
credit cards

Balance_. . x (Implicit rate of interest on credit cards, +
store RB

Rate of fees on credit cards, + surcharge)
Surcharge: assumed to be 18 percentage points over the

annual bank rate, based on department store credit cards TAC
(2012) and the credit card TAC published by Banxico.

Balance of portfolio. ., X Banxico minimum credit

card payments rule x % deferred balance

Sources: Private sector financing in Mexico, banks and other
principal sources (met 2003), Banxico; Historical Financial Indi-
cators, CNBV; and Report on total credit card TAC, CONDUSEF,
August 2012

Sources: Banxico credit card regulations and Basic
credit card indicators reports; Reported portfolio
balances by interval of the original term of personal,
payroll, car and ABCD loans, CNBV

Regulated non-bank

financial intermediar-

Balance ,, X Implicit inter-

est rate on non-revolving

Balance,, X fee rate on non-

revolving loans,,
consumer loans,,

Balance . x (/WAT _ )

IFNB IFNB’

WAT ., = 2%, segment term, x share of consumer
loans portfolio,

i = Personal, Car loans

ies (IFNB)
Sources: Total Lending to the Non-Financial Private Sector, Sourc'es} Reported portfolio balances by interval of
) o ) : ) the original term of personal, car and ABCD loans,
Banxico; Historical Financial Indicators, CNBV CNBV
Balance, . oyes e X (Implicit interest rate on non-revolving
loans,, + Fee rate on non-revolv. consumer loans. ., + Sur-
charge) Balance, .o e e X (TWAT )
Unregulated SO- Surcharge: assumed to be 28 pp compared to the annual
FOMEs ENR bank rate, based on the TAC for payroll loans granted by
SOFOMES ENR
Sources: Quarterly Financial Statements, BMV; Historical Financial Indicators, CNBV; Payroll loans study, CONDUSEF;
Reports on portfolio balances by the interval of the original term of personal and car loans, CNBV
Interest income on loans Income from fees charged on
FONACOT (quarterly flows) portfolio (quarterly flows) BalaNCe oncorx (/WATyg)

Sources: Quarterly Financial Statements, FONACOT, Reports on portfolio balances by interval of original term, CNBV
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Panel B. Home loans

Entity Interest Fees Repayments
Income from interest Initial loan arrangement fees,
charged on the existing and other fees and commissions
; Home loans balance,, x 1/term of home loans
Retail bank portfolio of home loans charged on home loans (quarterly RB RB
etail banks

(quarterly flows) flows)

Source: Historical Financial Indicators, CNBV: Interest Rates and Average Term by Type of Home by Currency and Purpose of

Loan. Total Portfolio, CNBV

Development banks

Home loans balance,, x Fee

Home loans balance,, x rate on home loans,,

Implicit interest on home

loans,, Fee rate,, = quarterly fee

flow,, / balance of home loans,,

Home loans balance,, x 1/term of home loans,,

Source: Total Lending to the Non-Financial Private Sector, Banxico; Historical Financial Indicators, CNBV: Interest Rates and
Average Term by Type of Home by Currency and Purpose of Loan. Total Portfolio, CNBV

Interest income (quarterly

Home loans balance x 1/term of home loans,,

flows) INFONAVIT
INFONAVIT Source: Total Lending to the Non-Financial Private
Source: Quarterly Financial Sector, Banxico; Interest Rates and Average Term by
Statements, INFONAVIT NA* Type of Home by Currency and Purpose of Loan. Total
Portfolio, CNBV
Interest income (quarterly *These institutions do not charge
flows) fees. Home loans balance, .. X 1/term of home loans,,
FOVISSSTE Source: Total Lending to the Non-Financial Private
Source: Quarterly Financial Sector, Banxico; Interest Rates and Average Term by
Statements, FOVISSSTE Type of Home by Currency and Purpose of Loan. Total
Portfolio, CNBV
Regulated non-bank Home loans balance, , x TAC Banxico Home loans balance ., , x 1/term of home loans,,

financial intermediaries
(IFNB)

IFNB

IFNB

Source: Total Lending to the Non-Financial Private Sector (met 2003); Interest rates on loans to Households, Banxico; Interest
Rates and Average Term by Type of Home by Currency and Purpose of Loan. Total Portfolio, CNBV

Unregulated SOFOMES

x TAC Banxico

Home loans balancey, s e

| Home loans balance

soromes eng X 1/t€rm of home loans,,

Sources: Quarterly Financial Statements of SOFOMES issuing debt, BMV; Interest rates on loans to Households, Banxico

Loans included in MBS

Loans balance, .. x TAC Banxico

| Loans balance, . x 1/term of home loans,,

Sources: Report on the balance of securitised loans by year of issue, CNBV; Interest rates on loans to Households, Banxico

Panel C. Definitions of income

Income

Definition

Source

Wages

Number of permanent and temporary workers affiliated to the
IMSS x average daily base wage for IMSS contribution purposes

INEGI

Occupation, employment and remuneration > Perma-
nent and temporary workers affiliated to the Mexican
Social Security Institute (IMSS) > by contract type

Occupation, employment and remuneration > Average
daily base wage for IMSS contribution purposes

Wages + Remuneration
of public servants

Wages + benefits received by public servants from the Federal
Government. The measure includes ordinary remuneration
(wages, social security benefits, bonuses, etc) and extraordinary
items (incentives, length-of-service payments, severance, etc)

SHCP
Quarterly reports on the economy, government
finances and public debt

Remuneration of wage-

earners per national
accounts

This measure comprises the total remuneration paid in cash and/
or in kind by an economic unit to its employees in consideration
of work performed during the accounting period Among other
items it includes employers’ social security contributions, overtime
payments, premiums, bonuses and profit-sharing arrangements,
before deduction of any amounts in respect of social security
contributions, tax withholdings and other deductions

INEGI

National accounts > Goods and services accounts, base
2008 > At current prices > Earnings account > Uses >
Remuneration of wage-earners > Wages and salaries

Monetary income

This is defined as the fraction of disposable income which
households receive in cash, and which can immediately be used
to purchase goods and services or, for example, to pay off debts.
Households' disposable income or current income is defined as
income received from: 1) income from works, 2) property rents, 3)
transfers, and 4) estimated rental worth of homes

National Household Income and Expenditures Survey
(ENIGH), INEGI

Source: BBVA Research
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3.b. Determining factors of financial inclusion in
Mexico based on the ENIF 2012 survey

3.b.1 Introduction

According to the World Bank's 2011 Global Financial Inclusion Database (Global Findex), which contains an analysis of
148 countries including Mexico, some 61% of adults in Latin America and the Caribbean are excluded from the formal
financial system, and their only alternatives are to use informal lending structures or to seek to meet consumption
and investment needs out of their own pockets.

The Mexican National Banking and Securities Commission (CNBV, 2012) defines Financial Inclusion as “.. access to
and use of appropriately regulated financial services guaranteeing protection of the consumer and fostering financial
education to enhance the financial capacity of all segments of the population”. This definition embraces not only
the possibility of access (supply), but also individuals' actual use of financial services (demand). Although consumer
protection and financial education are not directly addressed in this study, mainly for lack of measurable data, these
dimensions are nevertheless considered to form an integral part of financial inclusion.

The recent literature on financial inclusion, and in particular impact assessments' and survey-based empirical studies,
have shed light on its benefits, including access to credit under more favourable terms than those offered in informal
markets (Campero and Kaisser 2013, Karlan and Zinman 2013, Straub 2003); opportunities to invest in new ventures
and to expand existing businesses (Armendariz and Morduch 2005; Rajan and Zingales 1998); access to funding for
education and health (Khandker and Pitt 1998); the security offered by formal saving; and the opportunity to manage
and mitigate risks using insurance (Collins et al. 2009; World Bank 2008). In addition to factors such as these associa-
ted with specific products, transactional services can also facilitate and improve the security of other much-needed
operations, such as the receipt of remittances (Anzoategui 2011,CEMLA 2012)) and payment of government transfers
under social programmes (Bold et a/, 2012).

This study makes use of the wealth of data provided by the Mexican National Financial Inclusion Survey (ENIF)
carried out by the CNBV, the National Institute of Statistics and Geography (INEGI and the Alliance for Financial
Inclusion (AFI) to explore the determining factors of financial inclusion in Mexico on the demand side. The first step
to identifying the key factors was to construct an indicator of financial inclusion based on an analysis of relevant
multiples. The indicator takes into account existing loan and savings products, and it therefore determines levels of
individual inclusion in detail.

Using a non-linear regression analysis?, we sought to explain the factors affecting financial inclusion both on aggrega-
te, based on an Aggregate Financial Inclusion Indicator (savings and loan products) and separately through a savings
products indicator (Savings Indicator) and a loan products indicator (Loans Indicator). The inclusion indicator was
used as a dependent variable in order to aggregate financial products, allowing optimal use of the available informa-
tion and a more accurate approach to individual financial inclusion (Cano et al. 2013)

The next section of this article describes the current state of financial inclusion in Mexico and makes certain compari-
sons with other Latin American countries. The third section describes the methodology employed in the analysis and
presents the results from the econometric models. The final section sets out our conclusions and recommendations
from the study.

' Among other impact assessments, Burgess and Pande (2005), Dupas and Robinson (2009), Johnson (2004), Karlan and Zinman (2013), and Khandker and Pitt (1998)
point to some of the benefits of financial inclusion, including higher consumption and productive investment, incentives to formalise work, higher savings, higher
spending on education and heath, and poverty reduction.

2 Quasi-maximum likelihood estimates using the binomial function (Papke and Wooldridge 1996).
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3.b.2 Financial inclusion in Mexico

According to Demirglic-Kunt and Klapper (2012), there is a huge variety in the use of financial services between diffe-
rent geographical regions depending on national levels of development, resulting in differences in the ways in which
people save, obtain loans, make payments and manage risks. A brief analysis will therefore be appropriate to place
the current situation of these issues in Mexico in their international context.

The Global Findex statistics show that 505% of the world population above the age of 15 has an account in some kind
of financial entity (bank, credit union or cooperative), and that 22% saved in some way through these institutions in
2011. These percentages are only 274% and 7% respectively in Mexico, below the levels observed in the Latin America
and Caribbean region as a whole,* where 39.2% of people had some kind of account and 95% had savings. They are
also lower than the figures for comparable countries like Chile and Colombia, as shown in Chart 77. However, though
only 7% of Mexicans reported saving through a formal financial institution in the last year, some 271% claimed to have
put aside cash savings. The gap between total savings and the percentage channelled through financial institutions
underlines both the prevalence of informal savings mechanisms at the same time as the scant use of formal financial
services in Mexico. Based on an analysis of these results, we may state that Mexico has fallen behind in this area, as its
savings figures are below what might be expected given the country’s level of development. This situation demands
in-depth exploration, not only for savings products but also in terms of financial inclusion in general.

Chart 77
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Source: BBVA Research based on Global Findex data

Mexicans scant use of the formal financial system is a consequence of supply-side barriers and of the barriers percei-
ved by the population from the standpoint of individual demand. According to Hoyo, Pefia and Tuesta (2013), inade-
quate and variable earnings, and self-exclusion are the most important barriers in Mexico, influenced by variables
which point to individual vulnerability (income levels, gender, education and occupation), geographical variables
referring to the size of an individual's home town or village, and variables related with preference for the formal finan-
cial market. Furthermore, the low-income population generally lacks any financial education and people from these
segments are often unaware of the possible benefits of using formal financial services.

Financial inclusion has received special attention at the national level, and the CNBV has introduced regulatory chan-
ges designed to provide a larger number of people with the opportunity to benefit from adequate use of the financial
system’s products and services. These changes include, for example, facilitating the development of mobile banking,’
including correspondent banks in the provision of financial services, simplifying the requirements to open bank
accounts (Simplified Accounts), and fostering competition between financial entities through the creation of Niche
Banking?®

3 Including Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Haiti, Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay
and Venezuela.

4See Alonso et al. (2013).

° For further detail, see Hoyo et al (2013).
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An effort has also been made to foster competition in the banking industry through the use of basic, standard pro-
ducts® Meanwhile in 2010, the Federal Government set up a programme to allow small savers to receive the returns
paid on Treasury Certificates (CETES Directo Programme), an option formerly available only to major investors.

One conseqguence of the growing literature on financial inclusion and increasing public and private interest in this
issue is the enormous effort that has been made to measure the phenomenon. Various measurement initiatives
exist, such as the projects led by Honohan (2007), the G207 and the World Bank (Demirgtic-Kunt and Klapper, 2012),
and the Bank of Mexico's Multidimensional Financial Inclusion Index. Some years ago, the CNBV began to publish
reports on this matter, describing some of the work undertaken to obtain supply-side financial inclusion statistics and
indicators.

In this regard, the financial services offered in the market can be quantified by reference to the number of access
points in a given town, representing the financial infrastructure or distribution channels used to provide financial ser-
vices. Access points in Mexico consist of bank branches, bank correspondents, ATMs, point-of-sale terminals, Mobile
Banks and Online Banks.

Table 8 shows the main banking services indicators with data from the Fifth Financial Inclusion Report, 20138 Ac-
cording to this report, 73% of Mexico's municipalities (including 97% of the country’s adult population) have at least
one point of access to the banking industry (retail or development banks), and to popular savings and credit entities
(cooperatives and micro-banks).

According to Table 9, meanwhile, the use of banking services is limited, a matter which is confirmed in the following
paragraphs comparing data for Mexico with other Latin American countries.

Table 8 Table 9
Nationwide financial services access indicators at National indicators for the use of Multiple Banking
December 2012 services at December 2012
Number per Number per
Channel Channel
10,000 adults 10,000 adults
Branches 193 Traditional bank accounts 8,356
Correspondent banks 283 5avings accounts °
Term deposits 244
ATMs 489 haep
‘ ‘ Debit cards 10,238
Point of sale terminals 6673 Credit cards 3108
Accounts linked to mobile phones 10599 Mortgage loans 131
Source: BBVA Research based on data from the 5th Financial Inclusion Source: BBVA Research based on data from the 5th Financial Inclusion
Report Report

According to the International Monetary Fund's Financial Access Survey carried out in 2011, countries like Brazil and
Chile, and even Peru in the case of bank branches (including correspondents), offer a broader range of channels to
access banking services than Mexico (Charts 78 and 79). The same is true with regard to the number of deposit ac-
counts at banks. (Charts 80 and 81.

© Banks are required to offer a basic deposit product (basic account aimed at the general public) exempt from any fees or commissions, providing for monthly deposits
of not more than 165 times the minimum wage. They must also provide a basic payroll product with the same characteristics (basic payroll product). There is also a
basic credit card product, which is free of annual and other fees and has a credit limit of up to 200 times the minimum wage.

! For further details see: http.//www.gpfiorg/news/moving-financial-inclusion-measurement-setting-appropriate-targets

8 Mexican National Financial Inclusion Board (2013).
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3.b.2.1 Demand-side features

According to the ENIF survey, 355% of Mexican adults have a savings, payroll or investment account in a formal
financial inclusion. However, examination of specific socio-economic characteristics reveals that financial inclusion is
closely related with the home-town size, gender, education and income levels.

Nationwide, women present a lower level of inclusion in the banking system (30%) than men 42%), and this is the
case regardless of the size of respondents” home towns or cities. The percentage of users of formal savings services
is higher in towns with more than 15000 inhabitants (42%) than in smaller towns and villages. Age is another relevant
factor in the level of financial inclusion, which is higher among the middle-aged (64%) than among the young and
elderly (44%) (Chart 83). In terms of education, the use of banking services increases the higher the level of qualifica-
tions. While 18% of adults with primary level education have bank accounts, the percentage rises to 36% among peo-
ple educated to secondary level and 65% of those with a university education (Chart 84). Likewise, the use of banking
services increases in line with income level? Thus, 94% of people earning between MXN13,000 and MXN20000 per
month have a bank account, but the percentage is only 23% of adults earning less than MXN3000 (Chart 85).

9 Except for individuals earning more than MXN20,000 per month, who display lower use of banking services (84%) than the group with earnings between MXN13000
and MXN20,000 (93%). This may be because the highest earners have access to other savings mechanisms.
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Chart 82 Chart 83
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Chart 84 Chart 85
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Though only 355% of Mexicans reported saving through a formal financial institution in the last year, some 43.7% clai-
med to have saved using informal mechanisms. This is a very general phenomenon, and according to Global Findex
some 29% of savers worldwide do not use the financial system to save.

Turning to informal credit, Campero and Kaiser (2013) find evidence in Mexico for significant use of the informal mar-
ket, given the important role of family and friends in helping households respond to unforeseen, adverse economic
shocks. This is corroborated by the responses obtained in the ENIF survey. In emergencies, Mexicans turn basically
to loans from family and friends (674%) or pawn goods (36.3%). These data support the hypothesis that informal me-
chanisms are preferred, revealing a relationship between the perception that formal savings and credit services are
redundant or unnecessary, and use of the informal market.

3.b.3 Methodology and results

3.b.3.1 Methodology

National Financial Inclusion Survey, ENIF 2012

The primary objective of the survey is to gather data on households’ use of and access to financial products and
services for use in the design of financial inclusion indicators and in policy-making with regard to financial inclusion
issues.
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INEGI conducted the survey in 2012 in around 7000 homes located in both rural and urban settings. The sample
distribution guarantees that it is representative at the national level in terms of gender and home-town size (less than
15000 inhabitants and more than 15000 inhabitants).

The methodology described in the next section was applied to the ENIF 2012 data, including access indicators per
town'© in order to take account of supply-side factors.

Estimation of financial inclusion indicators via Multiple Correspondence Analysis

Multiple correspondence analysis (MCA) is a multivariate technique which can be used to summarise a numerous set
of categorical variables in a small number of dimensions or factors, thereby preventing data loss. The methodology is
similar to principal component analysis, a technique commonly used for continuous variables or time series.

According to Cano et al(2013), empirical studies of financial inclusion carried out using econometric technigues fre-
quently suffer from problems of information loss, because they are based on indicators which restrict the concept
of financial inclusion to the subject’s having a specific financial product like a loan or an account at a formal financial
institution. The application of methods like MCA makes it possible to use all of the available information, because
multiple variables can be used in the analysis to show whether or not an individual has or does not use different
borrowing (loans), savings (deposits, insurance) or transactional products.

MCA uses analysis of contingency tables to construct a Cartesian diagram based on the distance between the varia-
bles analysed. Thus, contingency table Z has i ranks representing the number of individuals analysed, and j columns
corresponding to the categories of variables included in the analysis. The matrix therefore has an ij form. Matrix Z
takes values of O or 1in each file (individual), scoring 1if the item belongs to the category to which variable refers (eg.
if an affirmative response is given to the question associated with the “credit card” variable) and O otherwise (Rencher
2002).

While the classic MCA model is calculated using a binary matrix®, the present study uses the Burt matrix, B=277,
technigue. The Burt matrix is the symmetrical, square table formed by all two-way cross tabulations of the variables
analysed. The diagonal of the matrix represents the point where each variable crosses with itself.

Following Greenacre (2008), the algorithm used to estimate the MCA is applied in two steps:

1. Matrix B is divided into the sum total of its elements, b = E b, . to obtain the correspondence matrix,
P =(1/b) B. whereupon the total ranks, r,, and columns r,can be calculated

2. Theresults are then broken down into individual scores, S = (p = r) /\/(r r) in order to obtain the coordinates of
the ranks and columns, and examine the relationships between them Th|s decomp05|t|on generates the vectors
(u) and eigenvalues (A ) in dimension k.

3. The standard coordinates of ranks (i) and columns (j) are calculated as:
o, =V, /Vr) forranks,and Y, = v,/V(r) for columns.

These values are then used to calculate the principal coordinates of ranks (i) and columns (), f, = o, A, for ranks,
and g, =Y, A, for columns.

4. The principal adjusted inertias are calculated based on the above®™ The sum of the weighted (by the relevant
mass) squares of the principal coordinates in the k™ dimension is the principal inertia, A,. The total inertia is the
sum of the eigenvalues, 3¥_, A, ,and it may be useful to observe the proportions of inertia which are explained by
each of the dimensions. This value provides a basis to decide the number of dimensions to be considered in the
analysis. Finally, the contributions of column j and rank i in dimensions k provide the components of the inertia.

2
riff) 59
COTltl‘ = /1_ s COTltj =
k k

© Number of bank branches and bank correspondents per municipality according to data supplied by the National Banking and Securities Commission (2012).

" The majority of financial inclusion studies (Allen et al 2012, Aportela 1999, Greene and Rhine 2013) only use the existence of a bank account as the variable denoting
participation in the formal financial system.

2 For further details, see Greenacre (2008).

3 The principal inertia resulting from solution of the MCA model is adjusted to resolve the “percentage inertia problem”. This estimate refers to optimisation of the
adjustment of matrixes off the diagonal. See Greenacre (2008).
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Three different financial inclusion indicators were calculated using the MCA methodology described above, one for
savings products (Savings Indicator), one for credit products (Credit Indicator), and one for both credit and savings
products (Aggregate Indicator). These indicators are based on the calculations described below.

In the first place, the MCA technigue was applied to savings and credit products together. This was done by calcula-
ting the cumulative inertia according to point 4 of the methodology described above for each analytic dimensions,
as shown in Table 10.

Table 10
MCA for saving and credit products
Analytic dimensions and percentage explained inertia

Analytic dimension Cumulative inertia Percentage
1 001533 8316
2 0000689 374
3 104E-05 006
Total 0018435 100

Source: BBVA Research based on ENIF data.

The first dimension estimated explains 8316% of the inertia. Hence, contributions can be taken from this dimension,
and the contributions of each financial product for this dimension are analysed (Table 10.

Table
MCA for saving and credit products
Contributions of each product to the dimension with the highest unexplained inertia (Dimension 1)

Product Respondent has product Contribution
) No 0017
Savings account
Yes 0088
No 0002
Current account
Yes 0104
) No 0001
Term deposit
Yes 0067
No 0021
Payroll account
Yes 0076
No 0001
Investment fund
Yes 0079
) No 0018
Bank credit card
Yes 0180
No 0002
Payroll loan
Yes 0082
No 0002
Personal loan
Yes 0064
No 0001
Car loan
Yes 0089
No 0002
Mortgage loan
Yes 0104

Source: BBVA Research based on ENIF data.

The contributions show that the personal financial assets (ie. savings products) which contribute the most to inertia
are savings and current accounts, the most useful products for the purposes of transactions and saving. In terms of
borrowing, bank credit cards are clearly the product which contributes the most to inertia. On this basis, the most
heavily weighted products in the Mexican financial inclusion indicator are current accounts and bank credit cards.

www.bbvaresearch.com Page 53



BBVA Mexico Banking Outlook

The following calculation of the MCA for savings products confirms that current accounts make the largest contribu-
tion to the total inertia from products of this kind. In this model, the first dimension explains 9066% of total inertia.
Finally, the MCA was calculated for borrowing products only, again showing that credit cards contribute most to
inertia. In this analysis, dimension 1 explains 985% of inertia.

The contributions of each borrowing and saving product were used to weight individual responses with regard to the
products used, allowing construction of a financial inclusion indicator which varies between O and 1. The indicator
takes a value of O if an individual uses no financial products at all, increasing to a maximum of 1for subjects who use
all of the products included in the analysis.

Generalised linear model (GLM)

The financial inclusion indicator constructed on the basis of the MCA takes values in an interval from O to 1, which
makes the calculation of linear models problematic. In view of this limitation, Papke and Wooldridge (1996) proposed
estimation using quasi-maximum likelihood technigues as an appropriate method to deal with variables presen-
ting values in a range between O and 1. Following this proposal, a number of subsequent studies have applied the
methodology using generalised linear models with a logistic link function and binomial error distribution

Generalised Linear Models (GLM) are calculated using maximum likelihood techniques and represent an extension
of linear models. The GLM proposed by McCullagh and Nelder (1989) is estimated using iterative algorithms in which
hypothesis tests are based on likelihood comparisons between nested models. The GLM has two properties, its error
structure and the link function. Errors may have a binomial, Poisson, Gamma or negative binomial distribution, above
and beyond the assumption of normal distribution of errors found in linear models. The link function establishes the
linear relationship between the explanatory variable (for example, woman) and the explained variable (financial inclu-
sion indicator) by transforming the latter, and it may be based on a logistic, logarithmic, probit or negative binomial
distribution.

The basic functional form of a GLM is: m = g(w) where n is the linear predictor defined by the distribution applied to
the series of data analysed, w is the population mean and g(w) is the link function. Given that the variable analysed in
this study is bounded at both ends, the error distribution is binomial and a logistic (logit)® link function would there-
fore be the most appropriatel5 Hence, the model may be expressed as follows:

n=in("/y _ )

1 is also specified as the linear sum of the effects of the explanatory variables. X; Hence

n
7l=zxiﬁ+5
i

In our case X are the variables reflecting subjects’ individual characteristics (gender, marital status, age, etc.), occupa-
tions, income, and location and available financial services in his/her place of residence; n are the 19 predictor varia-
bles; B are the parameters estimated in the model; and ¢ is a random error variable.

We opted for the GLM model in this study over others like the Beta regression proposed by Ferrari and Cribari-Neto
(2004), because Papke and Wooldridge (1996) show that the assumption of beta distribution in empirical data contai-
ning numerous extreme observations (O or 1) is problematic. This is the case with financial inclusion data, as a large
number of individuals are in fact financially excluded, taking a value of O in the explained variable.

The next section explains the results obtained from estimation of the GL model for the financial inclusion indicator
based on ENIF data.

4 No statistical models to perform the calculation existed when Papke and Wooldridge (1996) published their seminal paper on the treatment of data of this kind,
and the necessary algorithm for the GLM method was designed only later by Stata (See: Cox and McDowell in: http://www.ats.ucla.edu/stat/stata/fag/proportion.htm).
> Again following Papke and Wooldridge (1996) and the canonical or natural links for the model.
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3.b.3.2 Analysis of the factors determining financial inclusion

Applying the Aggregate Financial Inclusion Indicator, the personal characteristics influencing financial inclusion are
age, status in the household and marital status (Table 12). These variables are statistically significant, in line with the
findings of other studies such as Cano et al (2013) for Colombia, Greene and Rhine (2013) for the United States, Cama-
ra et al. (2013) for Peru, and Hoyo et al. (2013) for Mexico. As expected, financial inclusion increases over the subjects’
lifetimes up to a tipping point (represented by the square of age) at 574 years of age, above which it begins to fall.
The status of the head of the household, and marriage or civil partnership, are positively related with the indicator.

In terms of subjects’ individual characteristics, the model shows that education is a key explanatory factor for financial
inclusion in Mexico. As in other studies (Allen et al. (2012), Goodstein and Rhine (2013), Mitton (2008), Kempson et al.
(2013) and Djankov et al. (2008), a higher level of education is associated with increased participation in the formal
financial systems. This may be because education provides a way of measuring knowledge, skills and the decision-
making ability, which imply greater financial capabilities when applied to the financial system, enhancing participation
in formal financial markets (World Bank 2013a). Financial know-how encourages the acquisition of appropriate sa-
vings, loan and insurance products based on an individual's personal needs and preferences (returns, risk, costs, etc).

The variables identifying a households savings behaviour and ability to respond to adversity are also statistically
significant in the Aggregate Financial Inclusion Indicator. The variable “ability to respond to shocks™ is an approxima-
tion to subjects’ vulnerability to external shocks like illness, job loss, natural disaster and other similar scenarios in
which additional resources may be needed, A proxy variable was constructed to measure this matter in the model,
represented by a dummy based on the question, “If you were faced by a financial emergency today equal to what
yOu earn or receive in a month, could you pay that amount? This variable was found to be significant in the analysis,
positively influencing (16%) the financial inclusion indicator, in line with the findings reported in other studies (Greene
and Rhine, 2013) showing that adverse situations affecting households increased the likelihood of financial inclusion.
Nevertheless, we would caution that the results of the model do not necessarily indicate causality, but only shed light
on the personal characteristics and circumstances which are most closely associated with financial inclusion.

In terms of savings, a subject’s household is understood to enjoy savings capacity if surplus cash is left over after all
expenses have been met!® Household saving is constructed as a dummy variable which does not take into account
either the amount put aside or its intended use. Hence, savings may be formal, informal and intended for use to
purchase goods or make of any kind, which does not necessarily imply a link with the financial system. The results
indicating that the “saving” variable is positively associated with the financial inclusion indicator, and the existence of
financial assets in a household may therefore open the door to the formal financial system.

The “receipt of remittances” variable is not statistically significant, but the “employment income™ variable is one of
the most important explanatory factors for financial inclusion. As in the majority of demand-side studies, which seek
to explain the factors influencing the decision to participate in the formal financial system (Allen et al. 2012; Anzoate-
gui et al. 2012; Cano et al. 2012; Beck and de la Torre 2006, among others), financial inclusion is higher among people
earning an income from employment in the model estimated here. Income from payment may be received via the
financial system, which makes this a viable channel through which people can participate in the formal financial sys-
tem. However, this is not necessarily the case if a subject works in the informal sector, or if his/her income is variable
or low. As argued in Hoyo et al. (2013), the main barriers to financial inclusion in Mexico are the lack of an income and
income instability.

With regard to financial infrastructure (branch and correspondent offices), the results of the model show that the
availability of bank branches is positively and very significantly associated with the Aggregate Financial Inclusion
Indicator in statistical terms. However, the bank correspondents variable has no effect on the indicator. This may be
because correspondent offices are relatively new channels® which have not yet developed their full potential, given
that only 30% of the adult population use this alternative although some 94% have access!®

' Affirmative response to the question, “/s there any money left over after meeting your expenses, or those of your household?”

7 The ENIF survey does not provide data on other sources of income aside from occupational earnings.

'® The bank correspondents channel was opened in 2010, and since then it has grown by 97%, providing access in 1410 municipalities in December 2012. Before this
channel existed, two out of every three Mexican municipalities were not covered by the financial system (Pefia and Vazquez, 2012). In just two years, then, the growing
penetration of bank correspondents has changed the panorama with regard to the availability of formal financial services.

9 Mexican National Financial Inclusion Board (2013).
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The size of the subjects’ towns of residence has a negative influence on the Aggregate Indicator (-1.7%), suggesting
that the conditions for financial inclusion are worse in small towns and villages. This fact is usually associated with
the lack of available financial services, but our model already controls for this variable. Hence it is possible that the
negative relationship is explained by the characteristics or social norms of small communities, which may influence
the decision not to participate in the formal financial system. This hypothesis was in fact substantiated by Campbell
et al. (2012) in their examination of financial exclusion after subjects had had some kind of relationship with a banking
entity (cancellation of inactive bank accounts). According to these authors, the norms of the communities where the
subjects lived and social capital were explanatory factors for financial exclusion in the United States.

Table 12
GL Model for the Aggregate Financial Inclusion Indicator

: . Significance

Variable Coefficient Error term

level
Woman 00763 00606
Age 00453 00132 x
Age squared -00004 00002 *
Size of household 00020 00155
Head of household 01332 00639 *
Married or in civil partnership 01017 00595 *
Level of education 01567 00125 x
Employee 00444 0.2824
Employer 01628 03162
Self-employed -0.2569 0.2861
Unpaid worker -01565 03457
Inactive -01759 02836
Household with savings 02924 00554 bl
Ability to respond to shocks 03799 00542 bl
Receipt of remittances 00759 00817
Income from employment 02272 00258 bl
Town with at least 15000 inhabitants -04622 00628 x
No. of bank branches in State 0.2450 00509 o
No. of bank correspondents 00222 00181
Observations 6109
Pseudo R2 0309

*** Significant at 99%, ** Significant at 95%, *Significant at 90%
Source: Calculations BBVA Research based on ENIF 2012

The results obtained for the Credit Indicator (Table 13) are similar to those for the Aggregate Indicator with regard
to the statistical significance and signs of the variables, although certain significant differences exist. For example,
households’ ability to respond to shocks is not statistically significant for the Credit Indicator, while the coefficients
for bank correspondents and the variable identifying women are both statistically significant and positive. Hence, it
would appear that women are more financially included than men in the case of loan products. This result may be
because micro-lending programmes tend to be biased towards women®, and because of the high repayment rates
observed (Duflo 2012) in special credit facilities (group and communal credit, and alternatives to the requirement for
collateral guarantees). Other studies focusing on credit (eg. Johnson, 2004) show differences between countries,
and women tend to be less financially included where there is clear discrimination against women in terms of their
legal rights. Demirguc-Kunt et a/ (2013) find that there are no significant differences in developing nations with regard
mens and women’s access to formal credit, but this panorama changes when the focus of analysis is placed on

20 Compartamos Banco is Latin America’s largest micro-finance entity, It has some 2.3 million customers in Mexico, 71% of whom are women contracting the “Crédito
Mujer” loan product (2012 data, see: http://www.compartamosbanco.com).
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savings or the existence of bank accounts. With regard to the statistical significance of the number of bank corres-
pondents, meanwhile, there is no evidence for any direct relationship between the presence of correspondents and
borrowing, as loan products cannot be contracted through this channel. However, loan-related payments accounted
for 596% of transactions carried out through bank correspondents in 2012, according to figures published by the
National Financial Inclusion Board (2013).2" In this light, it would appear that correspondents have been instrumental
in facilitating the payment of loans, thereby improving the Indicator for products of this kind.

The results obtained from estimating the model only for personal financial assets (i.e. current, payroll and savings ac-
counts, term deposits and mutual funds) differ more significantly from the aggregate model (Table 13). In the Savings
Indicator, for example, the “head of household” and “married or civil partnership” are not statistically significant, but
the “woman”, ‘employer” and “receipt of remittances” variables are. The “woman’ variable is negatively associated with
financial inclusion, which is consistent with the arguments voiced by Allen et a/ (2012), Demirglc-Kunt et a/. (2013) and
the World Bank (2013). Being an employer and receiving remittances are both positively associated with the Savings
Indicator. This finding was reported by Anzoategui et al (2012) for the receipt of remittances in El Salvador and by
Aportela (1999) for saving by employer heads of household participating in BANSESFI expansion programmes in
Mexico.?

Table 13
Summary of results from the GLMs for financial inclusion indicators

Variable Aggregate Indicator Credit Indicator Savings Indicator
Woman . -
Age ek Hkk .
Age squared o *okk

Size of household

Head of household ok ok

Married or in civil partnership * ok

Level of education ok sk .
Employee

Employer N
Self-employed

Unpaid worker

Inactive

Household with savings ok ** x
Ability to respond to shocks ok ok
Receipt of remittances ok
Income from employment ok ook ok
Town with at least 15000 inhabitants ok e ok
No. of bank branches in State bl o —
No. of bank correspondents o

*** Significant at 99%, ** Significant at 95%, *Significant at 90%
Source: Calculations BBVA Research based on ENIF 2012

' Bank correspondents carried out some 71.7 million transactions in 2012, of which loan payments accounted for 596%, account deposits 25%, account withdrawals
109%, and service/utilities payments 4.3%. Operations involving the opening of simplified accounts remain marginal.

22 The BANSEFI expansion programmes referred to in Aportela (1999) comprised opening 99 offices in 34 municipalities, 27 of them with no financial infrastructure, and
the launch of saving products designed to facilitate saving by the low-income segment of the population.
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3.b.4 Conclusions and recommendations

Though 73% of municipalities in Mexico home to 97% of the adult population have at least one point of access to the
financial system, cover remains below the levels of benchmark Latin American countries like Brazil and Chile, and
even below Peru. The level of service achieved thanks to regulatory changes and public policy on matters of financial
inclusion has so permeated through to the 38% of adults between 18 and 70 years of age who hold some kind of
saving or loan product in a formal financial institution.

An Aggregate Financial Inclusion Indicator (comprising both saving and loan products) was designed using ENIF
2012 data. An Indicator for Credit products and an Indicator for Savings products were separately estimated applying
the multiple correspondence analysis technigue.

This study takes a broad view of financial inclusion by integrating both financial assets and loan products in a single
indicator. However, we would suggest including an approximation to the guality of products, financial education and
consumer protection, all dimensions which form part of the concept of financial inclusion. The limitation here is the
availability of information, although the CNBV has continued to make progress generating indicators and multilateral
organisations are showing increasing interest in issues of this kind.

In terms of individual characteristics, education is a key determining factor for financial inclusion in Mexico. This va-
riable is a statistically significant explanatory factor for the Aggregate Indicator, the Saving Indicator and the Credit
Indicator. The relationship is positive and indicates that participation in the formal financial system increases the
higher the level of subjects’ level of education, possibly because education is a proxy for people’s financial capacity.

Being a woman is a significant variable in both the Saving Indicator and the Credit Indicator. However, it is not signi-
ficant in the Aggregate Indicator. This result demands some analysis, as it may hold the key to understanding why
inclusion studies, which mainly consider whether subjects have an account at any formal financial institution, often
tend to place women in an inferior position to men with regard to participation in the financial system.

With regard to the importance of income levels as an explanatory factor for financial inclusion,” the results of all of the
models calculated reveal a positive association between income from employment and increased financial inclusion.

Both the number of branches in a State and the number of correspondents are significant variables related with the
financial services offered in all three Financial Inclusion Indicators (Aggregate, Savings and Credit). It will be important
to continue exploring the effect of bank correspondents both in order to identify the factors which might increase
use of their services and to identify the reasons why they are used largely to pay loans.

Meanwhile, the result of the negative relationship between financial inclusion and residence in small towns with less
than 15000 inhabitants demands further analysis in subsequent studies. Despite the plausibility of hypothesis related
with community characteristics and social capital, the specific social norms and features found in municipalities of
this kind remain to be identified, including for example increased presence of informal saving and credit mechanisms
(family loans, pawn shops and informal lending groups known as tandas)®, if targeted policies and measures are to
be implemented to allow local residents to benefit from the formal financial system.

The results obtained from the study point to the need for detailed analyses to determine the most appropriate public
policies to increase participation by different groups of the population in the formal financial system in view of their
socio-economic characteristics and geographical location.
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Variable Question Definition
Woman 2.3 1s (NAME) a man or a woman? Dummy: 1=woman and O= man
Age 24 How old is (NAME)? Age in years
Age squared 24 Age squared

Size of household

Total number of people in the house-
hold

Number of people in the household to which adult surveyed
belongs.

Head of household

31Who is the head of the household?

Dummy: 1= respondent is head of household, O otherwise.

Married or in civil partnership

3.2 Are you presently..?

Dummy: 1if the respondent lives with a partner (1) or is married
(5), and O otherwise.

Level of education

34. What was the last year of schooling
received or highest grade attained?

None (0)

Kindergarten (1)

Primary (2)

Secondary (3)

Technical diploma after completion of
secondary education (4)

Basic standard education (5)

Preparatory studies or baccalaureate (6)
Technical degree after preparatory studies (7)
Honours degree or professional qualification (8)
Master's degree or doctorate (9)

3.7 In your work or business last month

Dummy: 1if the respondent was an employee or wage earner

Employee you were... and O otherwise.
Employer 3.71n your work or business last month Dummy: 1if the respondent was an employer and O otherwise.
you were...
3.7 In your work or business last month ~ Dummy: 1if the respondent was self-employed and zero other-
Self-employed

Yyou were...

wise.

Unpaid worker

3.7 In your work or business last month
you were...

Dummy: 1if the respondent was an unpaid worker and O other-
wise.

Inactive

Validated activity status (constructed on
the basis of questions 35 and 36)

Dummy: Tif the respondent was a student, retired, disabled or did
not work, and O otherwise.

Saving household

4.2"ls there any money left over after
meeting your expenses, or those of
your household?"

Dummy: 1if there is always (1) or sometimes (2) money left over,
and O otherwise.

Ability to respond to shocks

4.3, If you were faced by a financial
emergency today equal to what you
earn or receive in a month, could you
pay that amount?

Dummy: 1if yes (1), and O otherwise.

Town with at least 15000
inhabitants

Size of home town

Dummy: 1if the municipality has less than 15000 inhabitants (3
and 4), and O otherwise.

Income from employment

3.8 How much do you earn or receive
per month from your work, activity or
business?

Dummy: 1if the respondent receives income from work, and O
otherwise.

Number of bank branches in
the State

CNBV data

Number of bank correspon-
dents

CNBV data
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4. Statistical Appendix

Table 14
Financial savings: Balances in billions of May 2014 pesos
Struc.
IVO3 IVO4 IVO5 IVO6 IVO7 IVO8 IVO9 IVIO IV11 IV12 IV13 114 %114
M4a 5796 6175 6862 7456 7991 8760 8972 9625 10722 N856 12405 12574
- Bills and coins held by the public 403 438 473 527 561 605 635 678 726 773 803 766
= Financial savings * 5393 5737 6389 6929 7431 8154 8337 8947 9996 11083 1602 1808 1000
I. Depository institutions 231 2435 2610 2615 2849 3191 3208 3359 3559 3753 3893 3900 330
Resident commercial banks (demand + term) 1863 1980 2073 2140 2367 2677 2664 2795 2958 3107 321 3168 268
Demand 962 998 1122 1222 1341 1386 1450 1589 1733 1824 1948 1919 16.2
Term 901 982 951 918 1027 1291 1213 1207 1225 1283 1263 1,249 106
Foreign agencies of commercial banks 50 57 59 70 94 103 87 96 n3 n7z 100 99 08
Savings & Loan Associations (S&L) 14 17 20 23 25 26 56 61 64 67 81 83 07
Development banks 384 382 457 382 362 386 401 406 424 462 500 551 47
II. Securities issued by the public sector 2303 2382 2804 3301 3508 3604 3773 4184 4945 5820 6139 6334 536
Ill. Securities issued by private companies 268 297 301 336 388 377 363 376 418 412 441 442 37
IV. SAR outside of Siefores 51N 556 615 676 685 983 993 1028 1075 1098 1130 1131 96
Financial savings =1+ 11 + Il + IV 5393 5670 6330 6929 7431 8154 8337 8947 9996 11083 1602 1808 1000
Instruments included in financial savings
TOTAL SAR = Siefores + SAR outside of Siefores 126 1253 1441 1650 1765 2127 2324 2573 2759 3063 3160 3189
Siefores 614 696 826 973 1080 1145 1331 1544 1684 1965 2030 2058
SAR outside of Siefores 51N 556 615 676 685 983 993 1028 1075 1098 1130 1131
Financial savings without SAR total 4268 4418 4889 5279 5665 6027 6013 6374 7238 8020 8443 8619
Debt mutual funds 473 477 610 793 913 824 943 1052 1154 1288 1293 1317
Real annual percentage change,%
M4a 93 65 ni 86 72 96 24 73 n4a 106 46 14
- Bills and coins held by the public 92 86 80 n4a 64 79 49 69 70 64 39 -46
= Financial savings * 93 64 na 84 72 97 22 73 n7z 109 47 18
I. Depository institutions 59 54 72 02 90 120 05 47 60 55 37 02
Resident commercial banks (demand + term) 75 6.3 47 32 106 131 -05 49 58 50 34 13
Demand 91 38 124 89 97 34 47 95 91 53 6.8 15
Term 59 90 31 35 no 257 60 -05 15 47 16 -1
Foreign agencies of commercial banks 284 134 44 183 347 90 4151 105 170 35 143 15
Savings & Loan Associations (S&L) 215 194 190 166 93 24 158 93 43 55 205 23
Development banks 4] -07 198 164 51 64 4] 1 46 90 83 101
1. Securities issued by the public sector 106 34 177 177 63 27 47 109 182 177 55 32
I1l. Securities issued by private companies 279 107 12 n7z 154 29 37 36 n2 12 68 04
IV. SAR outside of Siefores ns 88 106 99 13 434 11 35 45 21 29 01
Financial savings =1+ 11 + Il + IV 93 51 16 95 72 97 22 73 n7 109 47 18
Instruments included in financial savings
SAR TOTAL = Siefores + SAR outside of Siefores 155 1.3 151 145 70 205 93 107 72 no 32 09
Siefores 191 134 186 179 10 60 163 160 90 6.7 33 14
SAR outside of Siefores n5 838 106 99 13 434 11 35 45 21 29 (0}
Financial savings without SAR Total 78 35 107 80 73 64 02 60 136 108 53 21
Debt mutual funds 28 09 278 301 152 97 144 222 o) 16 04 19
Percentage of GDP
Financial savings = + Il + Il + [V 440 432 458 470 474 540 55.2 565 588 650 685 719
I. Depository institutions 189 183 187 177 182 211 213 212 209 220 230 238
Resident commercial banks 152 149 149 145 151 177 176 176 174 182 190 193
Development banks 31 29 33 26 23 26 27 26 25 27 30 34
| Rest (Agencies abroad + S&L) 05 06 06 06 08 09 09 10 10 11 11 1
Il. Securities issued by the public sector 188 179 201 224 224 239 250 264 291 341 363 386
lll. Securities issued by companies 22 22 22 23 25 25 24 24 25 24 26 27
IV. SAR outside of Siefores 42 42 44 46 44 65 66 65 6.3 64 6.7 69
Percentage of GDP, other concepts included in financial savings, %
Total SAR 92 93 102 103 101 125 136 138 138 146 147 155
Siefores 50 51 57 57 57 63 71 74 75 82 81 86

Source: Banco de Mexico (broad monetary aggregates) and INEGI
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Table 15
Credit and Financing to the Private Sector: Balances in billions of May 2014
IV 03 IV 04 IV 05 IV 06 IV 07 IV 08 IV 09 IV10 V11 V12 V13 114 Est %114
Total: All categories 3729 3983 4212 4324 5087 5735 5442 5571 6488 6676 7315 7214 1000
Bank 1085 1124 1276 1600 1962 2102 2010 2102 2372 2566 2750 2731 379
Non-bank 2644 2859 2937 2724 3125 3633 3432 3469 416 4109 4565 4483 621
Total consumer 273 374 519 657 750 709 621 624 709 794 857 850 na
Bank 187 264 386 528 639 597 482 481 574 662 706 703 97
Non-bank 85 110 133 129 110 12 139 142 135 133 151 147 20
Total housing 899 966 1022 1123 1,340 1356 1375 1437 1514 1586 1618 1672 232
Bank 212 204 255 329 377 398 419 446 465 491 509 517 72
Non-bank 687 762 767 794 963 958 956 991 1049 1,095 1109 1155 160
Total companies 2557 2643 2672 2544 2997 3671 3447 3510 4,265 4295 4839 4693 651
Bank 685 656 635 743 946 1107 1109 1174 1333 1413 1535 1511 209
Non-bank 1872 1987 2037 1,801 2051 2564 2337 2336 2932 2,882 3304 3182 441
Real annual percentage change, %
Total: All categories 40 6.8 58 26 176 127 51 24 165 29 96 96
Bank 37 37 134 254 26 71 -43 45 129 82 71 71
Non-bank 75 81 27 72 147 163 55 11 187 -02 1 1
Total consumer 179 372 387 266 141 55 124 04 137 121 79 71
Bank 344 410 461 369 211 -66 192 -02 192 154 66 59
Non-bank 72 289 210 32 143 14 241 28 50 20 142 129
Total housing 52 74 58 99 193 12 14 45 54 48 20 42
Bank 16.2 -40 251 289 146 57 52 65 42 56 36 54
Non-bank 142 10 06 36 213 -06 -02 37 59 44 13 37
Total companies 23 34 11 -48 178 225 -6l 18 215 07 127 121
Bank -66 -4.2 33 170 273 170 0.2 59 136 60 86 82
Non-bank 60 61 25 ne 139 250 -88 -01 255 17 147 140
Percentage of GDP, %
Total: All categories 305 301 303 294 325 381 36.2 353 383 393 433 439
Bank 89 85 92 109 126 140 134 133 140 151 163 166
Non-bank 217 216 211 185 200 241 228 220 243 242 270 273
Total consumer 22 28 37 45 48 47 41 39 42 47 51 52
Bank 15 20 28 36 4] 40 32 30 34 39 42 43
Non-bank 07 08 10 09 07 07 09 09 08 08 09 09
Total housing 74 73 74 76 86 90 9l 9l 89 93 96 102
Bank 17 15 18 22 24 26 28 28 27 29 30 31
Non-bank 56 58 55 54 62 64 64 63 62 64 66 70
Total companies 209 199 192 173 192 244 229 222 252 253 287 285
Bank 56 50 46 51 61 74 74 74 79 83 91 92
Non-bank 153 150 147 123 131 170 155 148 173 170 196 193
Infrastructure and Number of Bank Cards - Units
ATMs 17758 20416 22900 25687 29333 29640 33648 35942 36427 40194 40811 41042
POS terminals 146029 160289 201852 305144 418128 446025 446,792 482299 523578 556,274 626922 619842
Branches* 7768 7788 7972 8404 9230 10722 10,731 1,291 n785 12407 12581 12686
Number of current cards at the end of the quarter (figures in millions)
Credit 94 ne 147 214 2438 307 258 239 276 259 269 270
Debit 322 318 361 517 519 470 523 617 738 854 1002 1030
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Credit and Financing to the Public Sector: Balances in billions of May 2014
IVO3 IVO4 IVO5 IVO6 IVO7 IVO8 IVO9  IV10 IV 1 IV12  IV13* 114* Est%l14

Commercial bank credit 383 303 304 225 224 192 318 353 370 409 405 409 49
Federal government 280 123 77 42 39 27 38 49 39 14 30 29 03
States and Municipalities 39 77 85 73 84 106 164 214 230 287 287 283 34
Decentralized gov't agen. 64 103 142 m 101 59 16 90 101 109 89 97 12

Development bank credit 180 179 185 173 167 172 134 140 135 156 169 168 20
Federal government 92 93 106 89 106 109 55 60 27 34 33 33 04
States and Municipalities 16 36 34 36 36 31 47 53 85 105 123 123 15
Decentralized gov't agen. 72 50 45 49 25 31 32 27 23 18 12 12 01

Debt issued in the country 2524 2695 3092 3601 3872 4054 4409 4632 5338 5870 6446 6600 786
Federal government 1459 1507 1646 207 2334 2466 2,802 2,881 3133 3418 3765 3947 470
States and Municipalities 21 29 30 49 58 63 65 67 72 74 87 87 10
Decentralized gov't agen. 23 69 143 179 169 157 169 208 260 268 347 360 43
IPAB a7 555 693 800 896 884 898 880 909 896 909 905 108
Banco de Mexico 354 338 364 232 235 305 292 415 783 1032 1158 119 133
FARAC 195 197 216 224 179 180 182 181 181 182 181 183 22

External financing 1,201 1148 1010 722 692 821 1,088 171 1305 1235 1204 1218 145

Credit and financing TOTAL 4287 4324 4591 4721 4954 5,240 5949 6,296 7148 7669 8,224 8395 1000
Real annual percentage change in the balance, %

Commercial bank credit A7 210 04 258 -08 140 65.3 n2 48 105 -08 08
Federal government n7z 560 374 -460 72 301 415 270 202 -©49 ne8 43
States and Municipalities 646 961 106 144 154 266 540 310 74 245 01 13
Decentralized gov't agen. 309 604 381 218 91 -416 965 221 120 74 184 92

Development bank credit 187 -06 34 -6.3 35 30 221 45 33 154 79 -07
Federal government 240 07 143 16.2 192 35 501 97 543 229 22 02
States and Municipalities 41 1284 -44 49 12 132 503 128 592 233 181 -03
Decentralized gov't agen. 153 301 14 87 -484 245 34 ‘164 137 222 321 58

Debt issued in the country 145 68 148 164 75 47 88 51 152 100 98 24
Federal government 159 33 93 286 102 57 137 28 87 91 101 48
States and Municipalities 1476 377 08 65.7 181 85 36 29 80 28 69 -03
Decentralized gov't agen. 2006 1071 248 54 73 81 225 251 30 295 38
IPAB 287 178 250 155 120 14 16 21 33 14 15 04
Banco de Mexico 141 -47 79 364 16 295 42 420 889 318 122 33
FARAC 233 o7 96 38 199 03 10 -01 02 04 -02 08

External financing 132 -44 120 285 41 187 325 76 n4 54 25 12

Credit and financing TOTAL 106 09 6.2 28 49 58 135 58 135 73 72 21
Credit and Financing: Percentage of GDP, %

Commercial bank credit 31 23 22 15 14 13 21 22 22 24 24 25
Federal government 23 09 06 03 02 02 03 03 02 01 02 02
States and Municipalities 03 06 06 05 05 07 11 14 14 17 17 17
Decentralized gov't agen. 05 08 10 08 06 04 08 06 06 06 05 06

Development bank credit 15 13 13 12 11 1 09 09 08 09 10 10
Federal government 08 07 08 06 07 o7 04 04 02 02 02 02
States and Municipalities 01 03 02 02 02 02 03 03 05 06 07 o7
Decentralized gov't agen. 06 04 03 03 02 02 02 02 01 01 0] 01

Debt issued in the country 207 203 223 245 248 269 293 293 315 345 382 401
Federal government 120 n4 ns 144 149 64 186 18.2 185 201 223 240
States and Municipalities 02 02 02 03 04 04 04 04 04 04 05 05
Decentralized gov't agen. 02 05 10 12 11 10 1 13 15 16 21 22
IPAB 39 42 50 54 57 59 60 56 54 53 54 55
Banco de Mexico 29 25 26 16 15 20 19 26 46 61 69 68
FARAC 16 15 16 15 11 12 12 11 11 11 1 11

External financing 98 87 73 49 44 55 72 74 77 73 71 74

Credit and financing TOTAL 351 326 330 321 317 348 395 399 422 45] 487 510

* Preliminar data subject to revision
Source: Banco de México for Credit and Financing to the Private Sector data; CNBV for Credit and Financing to the Public Sector; and INEGI GDP data

www.bbvaresearch.com Page 64



BBVA

Mexico Banking Outlook
First Half 2014

5. Main Reforms to the Legal Framework and
Secondary Regulation Applicable to Banks

Table 16

Main Reforms to the Legal Framework and Secondary Regulation Applicable to Banks: First Half 2014

. Publication
Subject Scope of the Reform in the OGF*
1 RESOLUTION MODIFYING THE Extension for deadline (to 30 June) for banks to adjust their processes in order to comply with the rules 7 January
GENERAL RULES ON APPLICABLE i ) i
on electronic banking through ATMs and POS terminals. 2014
TO BANKS
2. RESOLUTION MODIFYING THE
GENERAL RULES APPLICABLE TO  Extension of deadline for banks starting operations in 2013 to constitute provisions for their commer- 31 January
BANKS, PUBLISHED ON 24 JUNE cial loan portfolio, in compliance with the new rating methodology for this portfolio. 2014

2013.

3. RESOLUTION THAT ESTABLISH-
ES THE MARKET RISK WEIGHTS

Annual risk weight adjustment.

19 February

WHICH BANKS MUST APPLY IN 2014
2014.
4 GENERAL RULES APPLICABLE 00 0 e o e Mectos o Disposciom i genera and redi o ceot cara 11MATCh
TO PAYMENT MEANS NETWORKS payment me - 0> e Db genera. 2014
networks in particular. Rules arising from the Financial Reform.
Introduction of specific loan rating methodologies for national development finance programmes, as
well as for those set up for dealing with emergencies or natural disasters. There are adjustments to the
5. RESOLUTION MODIFYING THE systems of rating in order to comply with legal changes to insolvency procedures, particularly in the 26 March
GENERAL RULES APPLICABLE TO  loss severity in the case of loans taken out to fund insolvency proceedings authorised by the media-
) ) : - . : 2014
BANKS. tor or receiver or, if applicable, loans that are essential in order to keep up the company’s ordinary
operations and liquidity necessary during the insolvency procedures. Rules arising from the Financial
Reform.
6. RESOLUTION MODIEYING THE Numer_ous adjgstments to the rules with the eym of adaptmg and aligning them .to the changes to the
Securities Law in the Financial Reform. In particular, the requirement to have a client profile when non-
GENERAL RULES APPLICABLE : : ! : 28 March
, . assessed investment services are provided has been suppressed; there are details about the powers of
TO STOCKBROKERS AND BANKS the steering committee analysing financial products; the CNBV will also be responsible for supervisin 2014
INVESTMENT SERVICES . g con ysing products; b Up 9
investment advisors, among others.
7 GUIDELINES FOR DISCLOSURE As part of the market ;IlSCllerle !mposed by the Financial Ref.orm,.lt establlshes.the p.rocecl.u.re to
be used by the CNBV in publishing on its webpage the sanctions imposed on financial entities and
OF SANCTIONS IMPOSED BY THE ~ ~~ ) - X i ) i :
individuals under its supervision. The information to be published includes the name of the offender, 9 April 2014
NATIONAL BANKING & SECURI the sanction imposed, a description of the offence, date the sanction was applied, as well as the current
TIES COMMISSION (CNBV). posed, P ' ppied.
status of the matter.
8. RESOLUTION THAT REFORMS, Numergus chan.ges to the AI\/IL/C.T.Fi ruleg, mcludln.g: extensu?n of the system to.cc”)rrect_the OmISSIOﬂ
of trust in the Client and User definitions; introduction of the "Blocked Persons List" provided for in the
SUPPLEMENTS AND STRIKES i X ) . . ) ) o
changes to article 115 of the Banking Law, resulting from the Financial Reform; inclusion of cashier's )
DOWN GENERAL RULES REFER- L : ) ) A 25 April 2014
cheques within the scope of the regulations, and setting up of a system to notify the Secretariat of
RING TO ARTICLE 115 OF THE ) ) ) : : L -
Finance (SHCP) in the event of information exchange between financial institutions in the context of
BANKING LAW.
AML/CFT.
9. RESOLUTION MODIEYING THE St.e.mmm.g from the Fllrlancwa\ Reform anlcl from the reylew of the regppn5|bllltles of the Secretariat Qf
Civil Service (Secretaria de la Funcidn Publica) regarding the supervision of development banks, adjust-
GENERAL RULES APPLICABLE TO - ) ) K 12 May 2014
ments have been made to the rules on internal audit. The changes standardise the treatment of this
BANKS } )
function between development and commercial banks.
10. RESOLUTION MODIEYING Regu\.a‘tlon |ssueq JantIy by the Se;retarlat of Flnance (SHCP), the cent.ral bank and.the Banking and
Securities Commission (CNBV), which regulates, inter alia, how the derivatives clearing houses clear
THE REGULATIONS TO WHICH i - ” :
MARKET PARTICIPANTS ARE and settle standardised derivative operations conducted either on stock exchanges or through elec-
tronic platforms, and which allows for derivative clearing houses to specialise in operations through 15 May 2014

SUBJECT IN DERIVATIVE CON-
TRACTS LISTED ON THE STOCK
EXCHANGE

electronic trading platforms. Provision is made for clearing houses to offer "information repository”
services for derivatives, whether they clear them themselves or not, which will result in greater infor-
mation and transparency.
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Table 16 (cont)

Main Reforms to the Legal Framework and Secondary Regulation Applicable to Banks: First Half 2014

Subject

Scope of the Reform

Publication
in the OGF*

. RESOLUTION WHICH MODIFIES
THE GENERAL RULES APPLICA-
BLE TO BANKS.

Adjustments to multiple regulatory CNBV regimes: changes to the comprehensive risk management
system and to the liquidity risk system in particular; inclusion of a business continuity regime; introduc-
tion of a loan rating system for home refurbishments or improvements, underwritten by the workers'
housing payroll contributions; adjustments to how e-banking services are contracted; minor adjust-
ments to banks security rules regarding video surveillance; addition of tax payment transactions to the
bank agents regime; as well as changes to regulatory capital integration.

19 May 2014

12. RESOLUTION MODIFYING THE
GENERAL RULES FOR THE COM-
PILATION OF FILES CONTAINING

INFORMATION SHOWING COMPLI-

ANCE WITH FIT AND PROPER
REQUIREMENTS APPLICABLE TO
PEOPLE WITH JOBS, RESPON-
SIBILITIES OR COMMISSIONS IN
FINANCIAL INSTITUTIONS.

Also stemming from the financial reform, it make several changes to the regime, the most important of
which is the broadening of their scope to include Credit Unions; there are also minor adjustments like
the substitution of the "good public reputation” criterion with that of "moral solvency’, among others.

10 June 2014

13. RESOLUTION MODIFYING
GUIDELINES FOR PUBLISHING
SANCTIONS IMPOSED BY THE

NATIONAL BNAKING AND SECURI-

TIES COMMISSION (CNBV)

A correction to the rules issued on April Sth 2014, in order to enable the CNBV to publish at any time
sanctions it has imposed, without it being obligatory to do so on the 15th of the month following the
occurrence of the sanction.

10 June 2014

14. RESOLUTION MODIFYING THE
GENERAL RULES APPLICABLE
TO STOCKBROKERS' AND BANKS'
INVESTMENT SERVICES.

In order that the regulated parties can fully comply with the rules, the date on which the majority of
them come into force has been postponed from June 30th 2014 to September 30th 2014.

30 June 2014

* OGF: Official Gazette of the Federation
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6. Special Topics Included in Previous Issues

December 2013
Penetration of Credit in Mexico and Brazil: a comparison and brief description of some factors contributing to the difference

The outlook for Mutual Funds in Mexico

Is there market discipline in Mexico's Bank Debt market?

Demand factors that influence financial inclusion in Mexico: analysis of barriers based on the ENIF survey
The new Financial Reform

July 2013
Corporate Lending: Relationship between Amount, Company Size and Non-Performing Loan Ratio

Statistics of the National Banking and Securities Commission (CNBV) on Lending to SMEs by Federal State and Indi-
cators in Judicial Proceedings Efficiency

Recent Patterns in Efficiency and Competition of the Mexican Banking System
Amendments to the Securities Market Act

Bank Lending to Companies: How Much Can It Grow With an Ideal Financial Reform?
What Does ENAMIN Tell Us About Bank Credit Needs among Microenterprises in Mexico?

November 2012
Statistical Data on Business Credit by Company Size

The Recent Expansion of Public Sector Banks in Brazil: Some Issues to Consider for Mexico

June 2012
The Good Weekend

A Comparison of the Different Sources of Information on Access to and Use of Bank Credit among Mexican Compa-
nies

Combined Use of Financial Services

Regulation for Systemically Important Financial Institutions (SIFIs)

November 2011
Current Situation of Bank Credit Cards

The Registration of Property Guarantees

Basic Deposit Accounts, Some International Experiences in the Field and Their Importance as a Means of Bancari-
zation

An Estimate of the Gains in Efficiency Due to the Bancarization of Subsidy Programs in Mexico

March 2011

Financing to the Public and Private Sector: Comparison of CNBV and Banxico Measurements

Evaluation of the Mexican Financial System through Perception Surveys and the Importance
of Incorporating Observed Data

Financial Savings: Two Ways of Measuring Them, Based on CNBV and Banxico Statistics
Credit Bureaus: toward the Incorporation of More and Better Information

July 2010
Does Judicial Efficiency Reduce the Cost of Credit?

Credits to Related Parties
Effects of Restrictions on External Financing: Investment and Growth for Countries in the Demographic Window
“‘Mobile Money” in Kenya

Available in www.bbvaresearch.com in Spanish and English
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DISCLAIMER

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

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

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

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

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

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

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

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

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

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