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1. Summary

Total bank lending to the private sector: the rate of growth has been slowing throughout 2013. The
average real annual growth rate from January to September 2012 was 104%, compared to just 7% for
the same period in 2013. The component of credit that has slowed the most is consumer lending, with
growth falling from 184% to 11.5% for the first nine months of 2012 and 2013, respectively. This slowdown
is the result of slower growth in economic activity and employment in the formal sector.

Traditional bank deposits have also grown more slowly so far this year; however, figures for the third
quarter show some signs of improvement. The average real growth rate for this form of bank deposits
in the first nine months of 2012 was 5.7%. This fell to 3.7% in the same period of 2013. The slowest rate of
growth in traditional bank deposits was reported in the second quarter, when it fell to just 21%. Figures
for the third quarter of 2013 point to an improved performance in traditional bank deposits, with growth
in this period increasing to 51%

Differences in credit penetration between Mexico and Brazil: to what extent can the financial reform
contribute to closing the current gap?

There is a marked difference in lending by financial institutions to the private sector between Mexico
and Brazil: in 2012, the ratio of credit to GDP in Mexico was 23.5%, whilst in Brazil the ratio was 511%. In
this issue of Mexico Banking Outlook, we analyze some of the macroeconomic, institutional and corpo-
rate factors behind the differences in credit penetration in both countries. The macroeconomic factors
include the better performance of Brazil's economy, with a larger increase in formal employment in the
country. We also describe differences in the number, size, survival and demand for credit of companies
in Brazil and Mexico, and discuss some institutional differences, such as Brazil having a larger share of
publically-owned banks granting credit to the private sector. These and other factors indicate that de-
mand for credit is higher in Brazil, and the costs of granting it are lower, than in Mexico, given its lower
credit risk.

In this section we also carry out a number of exercises to estimate the additional credit that might be
granted to companies in Mexico, if they behaved in a similar way to companies in Brazil, in terms of
demand for credit and their size distribution. If the proportion of companies in Mexico reporting not
needing credit were similar to the rate in Brazil, the volume of credit compared to GDP could increa-
se by 2.7 percentage points (pp). In a further exercise, we demonstrate that if, through the Financial
Reform, all the companies that currently report credit needs were to obtain it, and if small and medium
sized companies increased their size, the impact on credit would be higher, while also impacting positi-
vely employment.

Mutual Funds in Mexico: a closer look to the industry

Mutual Funds (MFs) have become one of the main players in Mexico's financial system over the last
decade, with their share of savings as a proportion of GDP increasing from 2.3% in 2000 to 81% in Sept-
ember 2013. What is behind this growth? How did they develop over this period? In this issue of Mexico
Banking Outlook, we explain how new participants entering the market and regulatory changes in
2001 played a determining role in the growth of MFs in Mexico. We also assess how these and other
factors have reduced barriers to entry, increased competition and reduced MF fees.

Demand factors affecting Financial Inclusion in Mexico: Analysis of barriers based on the National
Financial Inclusion Survey (ENIF)

Financial inclusion has become an important issue in Mexico, but until recently there was no information
enabling us to analyze its determinants from the demand-side. The National Financial Inclusion Survey
(ENIF, after the Spanish acronym) issued by the CNBV, the Instituto Nacional de Estadistica y Geografia
(INEGD and the Alliance for Financial Inclusion (AFI) in 2012 represents an initial effort to provide useful
information for analysis of financial inclusion from the demand side, and to design public policies related
to the use of and access to financial services.
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In this issue of Mexico Banking Outlook, we analyze ENIF information to identify the main barriers to
inclusion and individuals” characteristics that increase their propensity to overcome these barriers. The
results of our analysis show that employment conditions, education, position in the household and
geographic region are related to the probability of overcoming barriers to inclusion. We also find that
gender, age and the capacity to handle adverse shocks are the most relevant characteristics in explai-
ning the barriers of lack of interest or need for financial services. Income and employment conditions
are relevant factors in terms of self-imposed barriers: i.e. mistrust and fear of rejection. Finally, the factors
that might increase the propensity to overcome supply barriers are saving habits, receipt of remittances
and the geographic region in which the person lives.

The new Financial Reform: the main modifications approved by the Legislature

On September the 10th, the House of Representatives approved the Financial Reform Initiative (he-
reinafter, the Initiative) submitted by President Enrigue Pefia Nieto on May 8th as part of the Pact for
Mexico. This Initiative involves 13 decrees and 34 changes to laws and regulations. It was approved by
the members of the three parties that are signatories to the Pact for Mexico (the PRI, PAN and PRD), with
some amendments.

In the previous issue of Mexico Banking Outlook we analyzed the main points in this Initiative. In this
issue we describe the main modifications proposed to the Initiative by the House of Representatives. We
should mention that as this magazine goes to press, the Initiative is still being discussed by the Senate.
As some senators have expressed reservations about certain articles, there may be further amend-
ments to those already approved by the House of Representatives!

The Senate approved the Financial Reform on November 26th, soon after we sent this issue to press. The final resolution did not change with respect
to the House of Representatives’ proposal and it was send to the President for its enactment in the following days.
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2. Current Situation

2.a Total Lending by Commercial Banks to Private Sector

2.a.1 Recent evolution of bank lending

The rate of growth in bank lending to the private sector has been slowing throughout 2013. For example,
real average annual growth in such lending from January to September 2012 was 104%, whilst in the
same nine months of 2013 it fell to 7% (Chart 1). The average real growth rate in total bank lending in
the first quarter of 2013 was 81%; this fell to 59% in the second quarter, but rose to 6.9% in the third. In
September, the annual rate was 6.5%.

Chart 1 Chart 2
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The rate of growth in the three main components of lending has also fallen throughout 2013 (Chart 2).
In the first nine months of 2012, the average real annual growth rates of credit to consumers, corporate
and housing was 184%, 79% and 65%, respectively. In the same period in 2013, these average growth
rates fell to 11.5%, 4.7% and 5.7%, respectively. These figures show that consumer lending has slowed
more than the other categories.

This lower rate of growth in bank lending to the private sector -both in total and by components- is due
to slower growth in economic activity (Chart 3) and employment in the formal sector. As economic
growth rates slow, so does demand for credit. For example, when growth slows, companies might choo-
se to postpone investment decisions; this often means postponing demand for the credit they would
use to finance their expansion. On the household side, economic slowdown makes families reconsider
taking on new credit -whether for consumption or housing- as slower GDP growth increases the possi-
bility that they might suffer an adverse impact on their main source of income in the near future. This
makes them reduce their demand for credit as a prudent response to a riskier and more complicated
macroeconomic background.
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Chart 3 Chart 4
Total lending to the private sector and IGAE Total credit to private sector: contribution to
(Real average annual growth rate, quarterly %) real growth of total credit by component (%)
- nu oo 14
13 ST 2T N 2.0, 314 1.7
11 4 — o 2= 12 10698 § 3109, 4104
3' © 2 10 8. -;sl 1 314 P, oeqs’®
5 4 8 H 933346 'u"o.f"n. 6.76.5
3 4 6 ) éq Q7
4 FRLERELSRER 4 41d a3
T ad a fi 44
-1 4 2 045 4.4 4.5/ 4 1 ]
346 ~ 0 i i 113
54w = 0.20'3
-7 4 = - 2
© - - - AN AN AN ANANANOOOO M
-9 - o A A il il el el e
. C = >C Q>c = >Cc a>c = >c a
g8g3egeeccooayopnn £223828522358282833
TEEzZ2TEFEZ2TEFEZ2TEFEz2T = = Consumer = Home = Corporate
mmmm Corporate credit —— IGAE = Non-banking financial intermediaries (NBFI)
Source: BBVA Research with Bank of Mexico and INEGI data Source: BBVA Research with Bank of Mexico data.

2.a.2 Contribution of credit components to growth of lending to
private sector

Analysis of the main components of bank lending indicates that these are not all growing at the same
rate, and they are making differing contributions to the growth rate of total lending. The credit category
that makes the largest contribution to total credit growth is one that combines a high growth rate in its
lending portfolio with this portfolio accounting for a large share of total credit.

Consumer and corporate lending are the two main categories of bank credit in terms of their contribu-
tion to growth in total bank lending to the private sector (Chart 4). In the first nine months of 2013, the
average rate of growth in total bank lending was 7%, of which consumer credit accounted for 2.9 pp
and corporate lending contributed 2.3 pp. The remainder consists of housing lending (11 pp) and credit
granted to non-banking financial intermediaries (0.7 pp). These figures show that we cannot expect
high growth in the total lending portfolio of commercial banks if the individual components are growing
slowly.

2.a.3 Corporate lending

Commercial bank lending to companies is recovering from the adverse effects of the recession that
began in 2009 and lasted until the fourth guarter of 2010. However, the real average growth rate in such
lending over the three years from October 2010 to September 2013 was 7% (Chart 5). In other words,
this growth rate is not particularly high, considering that lending to companies depends largely on the
growth rate of the economy and investment, and these both grew slowly over this period.

We can illustrate these points, for example, through the average annual growth rate of the economic
activity index (IGAE), which is a monthly measurement of the performance of quarterly GDP, which was
3.3% over this period, whilst the average growth rate in the gross fixed investment indicator was 5%. To
the extent that economic activity and investment continue growing slowly, the expansion in lending to
companies will likewise remain modest. Furthermore, in 2013 growth in both the IGAE and the inves-
tment indicator has slowed even further (Chart 6).

In the first eight months of 2013, the average annual growth rate in the IGAE was 11%, whilst average
growth in the investment indicator over the first seven months was, according to the information avai-
lable, even lower, at -043%. In other words, the performance of these two macroeconomic variables has
not been very favorable, and this is reflected in the growth rate in bank lending to companies in 2013,
with an average annual growth rate for January to September of 44%. Moreover, in September 2013 the
real annual growth rate was also 44%.
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Chart5 Chart6
Corporate lending, IGAE and Corporate lending, IGAE and gross fixed capital
gross fixed capital formation formation (Real annual growth rate, quarterly
(Real annual growth rate, %) average, %)
18 - 15.2
15 ] 16
12 - 12 4
9 J
6 - 8 1
3 4 -
2\
9 ——~rv g )
-6 -4
.9 4 |
-12 -8 -
-15
18 12 A
()] (o)) o o — — o~ o~ ™M ™M 16
2 2 T T T T T LTI
53535353583 ggggegcrcyygoe
—— Corporate —— Total GFCF - = - = - = - =E =
—— IGAE 6 months ago mmm Corporate credit mmm |GAE — Total GFCF
Source: BBVA Research with Bank of Mexico and INEGI data Source: BBVA Research with Bank of Mexico and INEGI data
2.a.4 Consumer credit

Growth in bank credit for consumption returned to positive real annual growth in late 2010, with avera-
ge real annual growth from November 2010 to September 2013 of 13.8%. The average of this rate was
higher in the first half of 2012, when it stood at 191%. The pace of growth in bank lending to consumers
started to slow in the second half of 2012, falling from real annual growth of 176% in July 2012 to 95% in
September 2013.

Chart 7 Chart 8
Consumer credit and total number of workers Consumer bank credit:
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The significant slowdown in economic activity -as shown by the reduction in the growth rates of the
IGAE and GDP throughout 2013- is behind this slower pace of growth in consumer credit: in the first
eight months of 2013, the average annual growth rate in the IGAE was 11%, compared to 4.2% in the
same period in 2012. In addition, the slower pace and number of jobs created in the formal sector of the
economy, measured by the number of affiliates to Mexico's social security body, the Instituto Mexicano
del Seguro Social (IMSS), has also impacted on consumer credit (Chart 7). For example, between Sept-
ember 2011 and September 2012, the total number of IMSS affiliates increased by almost 718 thousand.

www.bbvaresearch.com Page 5



BBVA | eseanc
December 2013

But, from September 2012 to September 2013, the increase in the number of formal workers was signi-
ficantly lower, at almost 476 thousand. The monthly increase in IMSS affiliates in May, June and July this
year was very low, averaging less than five thousand.

Meanwhile, of the three categories of consumer lending, the highest growth rate was in Other Consu-
mer Finance (OCC after the Spanish acronym) (Chart 8). For example, in 2012 this form of consumer
lending increased at an average real average growth rate of 319%, whilst the growth rates in credit
through credit cards (TDC after the Spanish acronym) and for consumer durables (ABCD) were 10.9%
and 21%, respectively. However, in the first nine months of 2013, the average real annual growth rates for
these were 15.7% for OCC; 10.8 for TDC; and -0.3% for ABCD. In other words, the real annual growth rate
in total consumer credit in 2012 was 17.7%, falling to 11.5% on average over the first few months of 2013,
standing at 95% in September.

As demand for consumer credit is closely related to the expansion in formal employment, particularly
with regard to paycheck loans and all cases in which lenders require the borrower to have been in work
for some time, we can expect this category of credit to perform better as the economy improves. In this
regard, higher expected economic growth, and the larger number of jobs this will create in the formal
economy, will enable consumer credit to grow more strongly in the near future.

2.a.5 Mortgage lending

Bank lending for housing has grown at a steady real annual rate since 2011. The real average growth
rate in this category of lending from January 2011 to September 2013 was 55%, not significantly different
from the 46% average rate in 2011 or the 6.4% in 2012; this rate stood at 55% in the first nine months of

2013 (Chart 9).
Chart9 Chart10
Mortgage lending and total number of workers Mortgage lending and real salary index, (Real
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The expansion of mortgage lending is largely associated with growth in the number of workers perma-
nently affiliated to the IMSS; in other words, the performance of this form of credit is associated with the
development of formal workers with a source of income that can be corroborated and is considered sta-
ble. Workers with these characteristics present a lower risk to mortgage lenders. In the twelve months
from September 2011 to September 2012, the increase in the number of workers permanently affiliated
to the IMSS was almost 555 thousand, whilst in the twelve months from September 2012 to September
2013 the increase was lower, at 431 thousand. This in turn is reflected in the lower growth rate in the
number of workers permanently affiliated with the IMSS, particularly from June (Chart 10).
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It could be considered that the main driver of demand for mortgage credit stems from formal emplo-
yment, as if we consider the figures we find that the average salaries of workers affiliated to the IMSS
stopped increasing in real terms at the end of 2010, and have been falling slightly since the start of
2011. Average IMSS affiliation salaries have remained below the levels of 2010, and are still lower than in
January 20T11.

It is possible that over coming quarters, the slower pace of generation of permanent formal employ-
ment in 2013 might to a certain degree affect the growth rate for mortgage lending at some time in
2014. To the extent that this is temporary, and that growth in formal employment will pick up in parallel
to higher future GDP growth, this will also be reflected in better performance by this category of credit.

Evaluation

Over the first nine months of 2013, growth in total bank lending to the private sector has slowed in all
of the main categories. The real average annual growth rate in bank lending in the first nine months of
2012 was 104%, whilst in the first nine months of 2013 it was just 7%. This results from economic growth
weakening. For example, based on figures for the second quarter of 2013, GDP grew by 1% in the first half
of 2013, compared to growth of 44% in the first half of 2012. This situation does not change if we take the
average annual IGAE growth rate for the first eight months of 2012, which stood at 4.2%, and compare
this to the 11% growth over the same period in 2013; this could affect future credit demand.

The slowdown in economic activity to date has mainly affected credit to consumers and companies. It
remains possible that over coming quarters, we will see the performance of economic activity also re-
flected in slower mortgage lending growth. This might occur as a result of slower growth in the number
of workers permanently affiliated to the IMSS in 2013.

For these reasons, and to the extent that demand for credit from economic agents takes into account
the macroeconomic climate, lending could increase as the macroeconomic outlook improves in terms
of higher GDP and employment growth. In other words, it is to be hoped that macroeconomic variables
improve in 2014. This implies that the better expected macroeconomic picture for 2014 will also be re-
flected in increased demand for credit and more dynamic lending by banks to the benefit of economic
agents.
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2.b Commercial Banking Savings:
Recent Patterns

2.b.1 Traditional bank savings

Traditional banks savings consists of demand and term deposits from the public. The increase in this
type of savings started to slow from the first half of 2011, reducing gradually until the second quarter of
2013 (Chart 11).

This slowdown in the growth rate of traditional savings can be better understood if we consider that
in the first nine months of 2012 the average real annual growth rate was 5.7%. This stood at 3.7% in the
same period in 2013. The slowest rate of growth in traditional bank deposits was in the second quarter
of 2013, when it fell to just 21%. Figures for the third quarter of 2013 point to an improved performance
in traditional bank deposits, with growth in this period increasing to 51% (Chart 12). This might indicate
better performance by such savings in the near future.

Chartn Chart12
Commercial bank traditional savings Traditional bank savings and IGAE
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It is also worth mentioning that the slower growth in traditional deposits has been largely related to
slower growth in income and the IGAE in the country in 2013. For example, in the first eight months of
2012, the average growth rate in the IGAE was 4%, whilst in the same period in 2013 this fell to 11%. This
means that the slower expansion in income and the IGAE is in turn being passed on to the availability of
funds for economic agents to channel into bank savings. When the economy returns to higher growth
rates than those of the IGAE in 2013, traditional bank savings will receive a bigger and more permanent
boost, enabling them grow more rapidly.

2.b.2 Commercial banking traditional savings: pattern by components

The slowdown in the growth rate of traditional deposits in the first nine months of 2013 compared to
2012 is a reflection of the lower growth rates in both components (Chart 13). In terms of demand depo-
sits, the real average annual growth rate from January to September 2012 was 9.8%, falling to 4.5% for
the same period in 2013. As mentioned in the previous section, the slower pace of growth in demand
deposits in 2013 is directly related to the slowdown in economic growth, as average growth in the IGAE
in the first eight months of 2013 (11%) was lower than in the same period in 2012 (4%).
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Unlike demand deposits, term deposits (the other component of traditional bank deposits) performed
better in the first nine months of 2013 than in 2012. The average annual growth rate in term deposits
in the first three quarters of 2013 was 05%, rising to 2.5% for the same period in 2013. As discussed in
the following section, there is a significant substitute for term deposits in the form of debt mutual funds
(DMFs); savings not channeled into demand savings products can be channeled into either term bank

deposits or DMFs.
Chart13 Chart14
Bank demand and term deposits Traditional saving: contribution of demand and
(Real annual growth rates, %) term deposits to growth (Percentage points)
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Demand and term deposits have both contributed to the growth in traditional deposits; however, the
former contributed more than the latter (Chart 14). For example, the average real annual growth rate in
traditional savings for 2012 as a whole was 5.3%, of which demand deposits contributed 4.7 percentage
points (pp); i.e. demand deposits contributed 89% of the 5.3 pp increase in traditional deposits. In the first
nine months of 2013, the average growth rate in traditional savings was 3.7%, of which demand deposits
contributed 2.6 pp (71%).

The higher contribution of demand deposits to traditional deposits results from the higher growth rate
in demand savings, and the increasing relative importance of this in traditional savings. In December
2000, demand deposits accounted for 385% of traditional savings, with term deposits accounting for
the remaining 615%. By September 2013, the relative importance of demand deposits had increased
to 5949%, with term deposits having fallen to 406%. The situation has changed over time in favor of
demand deposits as a result, among other things, of the fall in inflation. The fall in inflation has conside-
rably reduced the opportunity cost of holding funds in liquid financial instruments, such as those used
to attract demand deposits; this would not have been possible if inflation had remained high. Average
inflation in 1999 was 16.7%; this had fallen to 95% in 2000 and to an average of 45% between January
2001 and September 2013.
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2.b.3 Term deposits and debt mutual funds

DMFs provide a non-bank savings instrument that has increased in relative importance as a share of
total savings, ie. traditional bank savings plus savings through DMFs. DMFs have also become very po-
pular among the country’s savers. This is demonstrated by DMFs accounting for 64.1% of the amount of
bank term deposits in December 2005. In June 2012, the balance for DMFs was slightly higher than for
term deposits, and in September 2013 the balance for DMFs was 5.8% higher than that for term deposits.

Chart15 Chart16
Bank term deposits and debt mutual funds Total savings: demand + term + debt mutual
(Real annual growth rates, %) funds (Real annual growth rate, %)
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As stated above, term deposits and DMFs are substitutes as savings instruments. This is demonstrated
by the way that one has increased as the other decreased or, in the best cases, its growth has slowed
considerably (Chart 15). In the first four months of 2013, the real average annual growth rate for DMFs
was 125%. In the following five months this slowed to 8.7%. This is slightly higher than the 8.2% real
annual growth rate in September 2013, It is possible that this slowdown in growth of DMFs since the
second quarter of 2013 is explained by slower economic growth, as reflected in the IGAE. A macroeco-
nomic scenario of higher GDP growth would benefit this form of non-bank saving. In section 3.b, on the
general outlook for Mutual Funds in Mexico, which include DMFs and Equity Mutual Funds (EMFs), we
describe the composition of this sector and the structure of its market.

2.b.4 Total Savings: sum of traditional savings (demand + term) with
DMF

Total deposits are the sum of traditional deposits plus savings through DMFs (Chart 16). This gives us
a clear idea of the total value of funds that companies and families save through financial instruments,
eliminating the effects of substitution among savings instruments that we see in the case of term de-
posits and DMFs. This also explains why total deposits indicate the savings possibilities of the country’s
economic agents, as, on one hand, DMFs have been gaining greater absolute and relative importance,
and, on the other, they are a form of non-bank saving that increases the range of savings instruments
available to the public.
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Chart17 Chart18
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As with the individual components, total deposits are directly related to growth in economic activity
(Chart 17). If economic activity increases rapidly, so does income and, therefore, the share of this savings,
irrespective of the instruments into which those funds are channeled. Therefore, we will see better per-
formance from total deposits in the near future to the extent that GDP grows more rapidly (Chart 18).

Whilst the relationship between changes in income and deposits may occur in the same period, an
increase in income has to occur before there will be an increase in deposits a few months later (Chart
19). In other words, there is a lag of a number of months between increases in income and the positive
effect on economic agents that allows them to increase their savings.

2.b.5 Total savings: contribution to growth by component

The three components of total savings (demand and term deposits and DMFs) have all contributed to
differing extents to the increase in total savings. Term deposits have made the smallest contribution, due
to the low growth in this component and displacement towards DMFs.

Chart 19 Chart 20
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This can be appreciated if, for example, we consider that the actual average annual increase in total
savings from January 2011 to September 2013 was 64%; of which, demand deposits contributed 3.3
pp, DMFs contributed 2.2 pp and term deposits contributed O.9 pp. Moreover, the contribution of term
savings has changed over time, and this has depended in part on the performance of its components
(Chart 20). In the first nine months of 2013, total savings increased at an actual average annual rate of
56%, with DMFs making the largest contribution to this (3.0 pp), followed by demand deposits (19 pp)
and finally term deposits (0.8 pp). These figures indicate that the vast majority of the growth in total
savings has been due to the strong performance of both demand deposits and DMFs.

Evaluation

Throughout 2013, growth in traditional savings -i.e. savings using banking products- has slowed conside-
rably, with the actual average annual increase in the first nine months of 2013 being 3.7%, compared to
57% in the same period in 2012. The slowdown in growth of total savings has been less pronounced, hel-
ped by the stronger performance of DMFs. Total savings grew at a rate of 56% in the first nine months
of 2013, compared to 6% in the same period in 2012.

As mentioned, this slowdown in the growth rate -for both traditional bank deposits and total savings- is
due to the slowdown in growth in both GDP and the IGAE. Therefore, consistently with the Bank of
Mexico's GDP forecasts in its July-September 2013 inflation report, the limited GPD growth expected
by the central bank for 2013 -between 09% and 14%- means that there will not be significant growth
in savings over the rest of the year. Nevertheless, from 2014 this situation could change, if the Bank of
Mexico's growth forecasts are correct and the economy grows by 3% to 4%. In other words, faster eco-
nomic growth in 2014 will enable savings to increase more rapidly in that year.
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3. Special Topics

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

Introduction

There is a significant difference in the penetration of credit to the private sector from financial insti-
tutions as a percentage of GDP between Mexico and Brazil. According to figures from Brazil's Central
Bank (BCB), at the end of 2012 this ratio stood at 511%, consisting of 26.7% to companies and 244% to
individuals (households). According to BCB figures, this measure of credit increased by 20.8 pp between
March 2007 and December 2012, increasing from 30.3% of GDP to 511% (Chart 21).

Figures for the penetration of credit granted to the private sector by banks and other financial institu-
tions in Mexico point to both a lower penetration of credit and a lower dynamism over the same period.
In March 2007, credit to the private sector from commercial and development banks, plus credit from
other financial entities (SOFOLSs, Infonavit and Fovissste) stood at 18.8% of GDP, and 116% if only credit
from banks is considered. By the end of 2012, the ratio had increased by 4.8 pp and 4.2 pp, respectively.
This means that in 2012 credit from banks and other financial institutions in Mexico stood at 235% of
GDP, whilst credit from banks was just 15.8% of GDP (Chart 22). Figures for the second quarter of 2013
show some further increase, with those shares of GDP rising to 24% and 16.2%, respectively.

Chart 21 Chart 22
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Given the scale of these differences, in this section of Mexico Banking Outlook we analyze some of
the most significant factors explaining this situation. These include macroeconomic factors, the greater
number of larger companies in Brazil and a number of institutional factors that have encouraged credit
flows more in Brazil than Mexico.
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3.a.1. Economic growth

Brazil's economy has grown more strongly than Mexico’s. Brazil's average annual growth rate between
2000 and 2012 was 3.4%, whilst in Mexico it was just 2.4% (Chart 23). A one percentage point difference
in the average growth rate may appear small, but it means that Brazil's economy would double in size
in 20 years, compared to Mexico needing 30 years to double in size. Moreover, Brazil did not suffer
any major contractions in GDP during this period, unlike Mexico, where the economy shrank by 4.7% in
2009. In Brazil, meanwhile, GDP only shrank by 0.3% in the same year.

Chart 23 Chart 24
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Another significant difference between the two countries is the level of real GDP in 2000 and this is
made clear if this year is taken as the base year to calculate an index. This index enables us to compare
economic growth between Brazil and Mexico in real terms. Using this index, from 2000 to 2012 Mexico’s
GDP increased by 28.7% whilst Brazil's increased by 47.8%. In other words, Brazil's GDP increased by 191
pp more than Mexico's (Chart 24).

Whilst greater credit availability may contribute to higher economic growth, it is also true that an eco-
nomy that enjoys a higher growth rate will likewise encourage credit to flow more freely. This is due
to an expansion of the economic activity, which at the same time increases the demand for credit (for
instance, investment opportunities could increase for companies, and they might need credit to finance
those investments; also, families could demand more credit to acquire housing and consumer durables,
faced with the prospect of a growing economy). Moreover, a growing economy reduces the risk of
granting credit, as the income generated by economic growth also provides the funds and flows for
repayment of credit.

3.a.2. Expansion of Formal Employment

According to the formal employment indexes for Brazil and Mexico (which only considers the total
number of workers affiliated to the IMSS), formal employment increased more in the former than the
latter. The difference between the two indexes, as in the case of the GDP index for the two countries, is
significantly in Brazil's favor.

The credit to people working in the formal sector has a much lower risk, as someone working in the
formal sector has a stable source of income from which to meet their financial obligations. Figures from
Brazil's Formal Employment Index indicate that formal employment increased by 20.3% from Decem-
ber 2007 to December 2011. Furthermore, information from the Instituto Brasileno de Geografia y Esta-
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distica (IBGE - Brazil's Institute of Geography and Statistics) show that the number of salaried workers
in Brazil increased by 28.8% over this period, from 254 million in 2007 to 32.7 million in 2011; this means
that the number of people earning a stable salary increased by 7.3 million over these four years (Table 1).

Chart 25 Table 1 Table 2
Brazil and Mexico: Formal Brazil: salaried workers Mexico: Total workers
Employment Index, Dec00 =100 Millions affiliated to the IMSS
180 170.4 Size of company Total  Annual
170 : by workers 2007 2008 2009 2010 201 Year _million _increase
160 employed 2000 124
150 0 a 4 workers 14 14 15 17 17 2004 126 02
140 5t09 24 25 26 28 30 2005 131 04
130 10to19 28 30 31 34 36 2006 137 06
120 20to0 29 15 16 17 19 20 2007 14.2 05
30to 49 18 19 20 22 23 2008 142 -00
110 50 to 99 22 23 24 26 28 2009 140 02
100 100 to 249 25 26 27 30 32 2000 147 07
90 250 to 499 19 20 21 23 24 201 154 06
85333885383 500andmore 89 95 99 109 17 _2012 161 07
98288883 Total companies 254 270 282 308 327 Increase IMSS workers
oooonononon ) Increase in salaried workers Accum. 2007-11 11
— Brazil: Formal employment index Annual 16 13 26 19  Accum.2007-12 19
---Mexico: IMSS employment index Accum. 2007-2011 73
Source: Central Bank of Brazil and INEGI Source: IBGE, Demografia das empresas Source: INEGI

In Mexico, the formal employment index, which only considers workers affiliated to the IMSS, increased
by almost 7% between the end of 2007 and the end of 2011, significantly lower than in Brazil. Moreover,
in the four years from 2007 to 2011, the total number of workers affiliated to the IMSS only increased by
11 million (Table 2). And if we consider figures for Mexico from the Encuesta Nacional de Ocupacion y
Empleo (ENOE - National Occupation and Employment Survey), from the end of 2007 to the end of 2011
total employment in the country (formal and informal) increased by 4.7 million. This is lower than the 7.3
million increases in salaried workers reported by the IBGE for this period. In other words, the increase in
the number of paid workers in Brazil is another factor helping to explain the significant growth in credit
to households from 2007.

3.a.3. The importance of company size in demand for credit

In the July 2013 issue of Mexico Banking Outlook we set out an initial analysis of how credit to com-
panies in Mexico could be increased if an “ideal” financial reform eliminated restrictions on supply for
companies seeking credit. In our analysis, we referred to the importance of both the distribution of com-
panies by size and the average value of credit by company size, with one significant factor affecting the
expansion of credit in the country, ie. the large number of micro-enterprises or companies employing
less than ten workers!

According to figures from the 2009 Economic Census, 956% of companies in Mexico are of that size,
and these companies on average only obtain a limited amount of bank credit. According to figures from
the Comision Nacional Bancaria y de Valores (CNBV - Mexican National Banking and Securities Commis-
sion), the average value of credit to micro-enterprises in 2012 was 672 thousand pesos. Based on these
figures, together with the number of companies in the survey that said they might request bank credit
or that might cease to use non-bank credit if bank credit conditions improved, we estimate that credit
penetration in the country could increase by 66 pp of GDP. If we also consider the larger companies
that might seek credit, the proportion of such lending could increase by 74 pp of GDP.

' Refer to Mexico Banking Outlook July 2013, in the “Bank lending to companies: How much can it grow with an ideal financial reform?” box.
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Table 3
Brazil and Mexico: Comparison of Number of Companies by Number of Employees
Brazil: number of companies Mexico: number of companies
Number of companies according to IBGE Mexico, Economic Census Brazil / Mexico ratio

Num-

ber

em- Share  Number 2008 Share

ploy- % employ- Total %

ees 2007 2008 2009 2010 20112008 ees emp. 2008 07/08 08/08 09/08 10/08 11/08
09 3475586 3618314 3785532 401312 3984344 887 010 3287048 956 106 110 115 122 121
10-49 372517 395845 416797 446475 477400 97 1-50 124165 36 300 319 336 360 384
50249 49402 52358 54935 60082 63,281 13 51-250 21447 06 230 244 256 280 295
20& 10586 11145 11666 12714 13322 03 Sl& 4985 (0] 212 224 234 255 267
more more

Total 3908091 4077662 4268930 4530583 4538347 1000 Total 3437645 1000 114 119 124 132 132

Source: IBGE, Demografia das Empresas and INEGI, Economic Census 2009

As can be seen from table 3, figures from the IBGE indicate that Brazil has more companies than Mexi-
co, and that the proportion of micro-enterprises is lower in Brazil (88.7%) than in Mexico (956%). This
indicates that the number and proportion of larger companies is higher in Brazil than in Mexico. Also, as
an additional benchmark, according to OECD statistics on company structure in various countries, the
share of micro-enterprises compared to total companies is between 80% and 85% in Germany, between
75% and 85% in the USA and less than 50% in Japan.?

As larger companies can contract bank credit more easily, given their nature (eg. turnover and the type
and quality of assets that can be used as collateral), this also helps to explain why credit penetration is
higher in Brazil than in Mexico. In other words, larger companies can contract larger volumes of credit,
and the higher number of large companies enables Brazilian companies to contract much more credit
than Mexican companies.

3.a.4. Average age of companies

In the November 2011 edition of Mexico Banking Outlook we analyzed companies that were granted
credit, finding that the age of the company was relevant to obtain such credit*> According to figures for
the 2009 Economic Census, among the companies that obtained bank credit that year, the proportion
that began operations before 2004 -ie. with five or more years of being created- was higher than among
companies that only obtained non-banking credit or that did not obtain credit that year.

The data available suggest that the average age of companies is another aspect in which Brazil and
Mexico differ. According to IBGE information on the average age of companies in Brazil by size (Table
4),in 2008 the average age of companies with O to 4 employees was 89 years, and this age was even
higher for company segments with more employees. In Mexico, information on the date when firms
began operations is collected in the Economic Census, but it is not publicly available.

The IBGE has also been collecting and publishing information on the opening, age and death of com-
panies in Brazil for several years, and this is also relevant in analyzing the conditions for companies’
financing. For example, according to its 2010 Company Demographics, in 2010 Brazil had 4530583
companies, of which 3531460 (78%) had existed at least since the previous year, whilst 999123 (22%)
were new entrants -either because they had just been created (733585 companies) or because of re-
entry (265,538 companies). In the same year, 736428 companies (16%) left the market. These statistics
are also published for three company-size segments and for 20 economic activities:

2 Source: OECD Science and Technology Scoreboard 2011.
3 See Mexico Banking Outlook November 2011, box entitled “What does the 2009 Economic Census tell us about Mexican companies obtaining
credit?”.

www.bbvaresearch.com

Page 16



BBVA

December 2013

« The survival rate for companies with more than 10 employees is 96%; whilst for companies with
between 1and S employees is 88%; and for companies with no employees other than the owner, the
rate is 67%.

» The economic activities with the highest survival rates are health services and transformation indus-
tries, at 82%, whilst the lowest survival rates are among construction (69%) and electricity and gas
(71%) companies?

Table 4
Brazil: average company age (years)
Company size by employees 2007 2008 2009 2010 201
0O to 4 employees 99 89 89 88 89
5t09 120 1o ni 1.2 1.2
10t019 132 123 124 125 126
20t0 29 141 132 134 134 136
30to 49 147 139 141 141 142
50 to 99 161 15.2 154 154 156
100 to 249 185 176 178 178 181
250 t0 499 219 212 214 213 217
500 and over 250 241 244 246 250

Source: IBGE, Demografia das Empresas

In Mexico, INEGI has recently started to release similar statistics. For example, in its “Analisis de la demo-
graffa de los establecimientos 2012" (Analysis of Company Demographics 2012) published a few months
ago, INEGI reported figures for the opening and closure of companies for the period April 2009 (start
of the most recent Economic Census period) and May 2012 for four sizes of companies by number of
employees (0 to 10,11 to 30, 31to 50 and 51 to 100 employees) and three segments of economic activity
(manufacturing, trade and services) nationally and by state. It would be useful if these statistics were
complemented in the future with information on survival rates, and that the information was released
every two years, so that it can be comparable with data from other countries.?

International evidence suggests that survival rates among young companies are higher than for older
companies in many economies (Chart 26)° Whilst in industrialized countries, between 50% and 60% of
companies are still in business after 7 years, in Mexico 25% of new entrant companies are no longer in
the market after 2 years; this rises to 50% after 4 years and 70% after 7 years. Survival rates for Mexican
companies are even lower than in Argentina or Colombia. Survival rates for Brazil are lower after 2 years
than in Mexico, but higher after 4 years (Chart 27).

4 For more details, refer to Company Demographics, IBGE, 2010 (available at: http://www.ibge.gov.br/home/estatistica/economia/demografiaempre-
sa/2010/default. shtm)

° Prior to this, INEGI had published an "Andlisis de altas y Bajas 2009” (Analysis of additions and closures 2009) as an Appendix to its National
Statistical Directory for Companies, providing figures on the formation and closure of companies between June and December 2009 by company
size and the economic activity tranches mentioned above, nationally and for the 5 states with the highest rates of company formation and closure.
& For Mexico, the survival rates in Pagés et al (2009) are calculated using IMSS information and refer to the end of the 1990s. These survival rates
have not been calculated since. Brazil produces information on the age of companies by economic sectors more regularly than Mexico.
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Chart 26 Chart 27
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As a higher survival rate for companies corresponds to lower risk of default, the risk premium on loans
in Mexico should tend to be higher than in Brazil. This can be interpreted as this group of companies in
Brazil representing a lower credit risk, and therefore finding it easier to access bank credit.

3.a.5. Public sector banking

As discussed in the November 2012 issue of Mexico Banking Outlook, between 2007 and 2011 the
largest increase in lending activity in Brazil came from commercial banks owned or under the control of
the public sector.” Over this period, lending from these banks “increased by 199%, whilst for BNDES alone
(Brazil's main development bank) the rate was 178%. This growth was higher than the rates in total credit
granted by all domestic and foreign private banks, which were 109% and 69%, respectively.

Chart 28 shows that the share of credit granted to the private sector in Brazil from banks controlled by
the public sector began to increase in late 2008. As a result, in September 2008, public sector banks
accounted for 33.3% of total lending to the private sector:; this increased to 45% by December 2012.

The Banco do Brasil, BNDES and the Caixa Economica Federal (Caixa) are three state-controlled financial
institutions that are very active lenders in the country. For example, in 2011 the Tesoro Nacional de Brasil
(the Brazilian Treasury) holding in Banco do Brasil was almost 52%, of which 304% was free float with
the remainder being in the hands of entities such as the Fondo de Garantias de Exportaciones (Export
Guarantee Fund), the bank’s employee pension fund and others. Banco do Brasil is also important if we
consider the share of GDP represented by its portfolio. In 2005 its credit portfolio represented 3.7% of
Brazils GDP, and it grew to 109% by the end of 2012. In other words, in seven years this bank almost
tripled its financial penetration (Table 5).

7 See Mexico Banking Outlook November 2012, the box “The recent expansion of public sector banks in Brazil: some issues for reflection in Mexico”.
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Chart 28
Brazil: credit to the private sector granted by Table 5
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However, the expansion of lending activity by Banco do Brasil has been accompanied by foreign indeb-
tedness. According to its 2012 Annual Report, in 2011 Banco do Brasil had issued debt abroad amounting
to 346 billion dollars (bnd), representing 14% of Brazil's GDP. This debt increased to 45 bnd by 2012, equi-
valent to 2% of GDP. This data show that part of the credit penetration in Brazil has been made possible

on the one hand by increased lending activity by public-sector banks and, on the other, by Banco do
Brasil contracting larger amounts of foreign debt.

Table 6 Chart 29
Public-sector banks in Brazil, credit granted Public-sector banks in Brazil: credit granted
directly to the private sector as a % of GDP directly to the private sector as a % of GDP
24 - 23.9
2007 201 2012
Caixa Economcia Federal * 24 56 76
BNDES** 34 50 54
Banco do Brasil 56 94 109
Caixa BNDES** Banco do Sum
Economica Brasil
Federal *
Total n4 200 239
ol = 2007 =2011 m=2012
* The value of lending by Caixa to the private sector in 2007 is not Source: Central Bank of Brazil

included: the figure shown relates to 2008

**For BNDES, only direct lending is considered, not including banking
intermediation

Source: Central Bank of Brazil
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Furthermore, lending by Banco do Brasil has increased rapidly at the same time as GDP growth has
slowed. For example, in 2010, 2011 and 2012 Brazil's GDP grew by 75%, 2.7% and 0.9% whilst credit gran-
ted by Banco do Brasil grew by 205%, 19% and 16.2%, respectively. This imbalance between growth in
income and credit in 2011 and 2012 exposes the existence of significant risks in the near future to the
quality of its lending book, particularly if Brazil's GDP does not return to high growth rates in the upco-
ming years.

According to the legal framework in which it operates, BNDES is a company belonging to Brazil's fede-
ral government, reporting to its Ministry of Development, Industry and Foreign Trade. This makes of
BNDES an important tool for implementing the government’s investment policy? Its importance to the
country’s economy can be appreciated if we consider that its lending represented 6.5% of GDP in 2005,
and it had grown to 104% in 2012.

The Caixa is another important public-sector financial institution? It grants credit to individuals and com-
panies and its lending has grown considerably over recent years.

The combined credit granted directly to the private sector by these three institutions increased from
an estimated 11.4% of GDP in 2007 to 239% of GDP in 2012 (Table 6). In other words, over recent years
there has been rapid expansion in lending to the private sector in Brazil, which increased its ratio of
GDP by 125 pp in this period (Chart 29). The increase in credit penetration in Brazil flowing from public
sector banks accounted for almost 60% of the growth in total credit penetration over the period, which
amounted to 20.8 pp, as mentioned at the start of this article.

3.a.6. Differences in collateral requirements

Another significant aspect contributing to the low credit penetration in Mexico is the difficulty of regis-
tering and enforcing guarantees. According to World Bank surveys, the percentage of companies with
bank credit is lower in Mexico than in Brazil. It is more common for companies in Mexico to be asked for
collateral exceeding the value of the credit requested, suggesting high credit risk (Table 7).

However, it is also more common for Mexican companies to say they do not need loans and to finance
their investments with their own funds or through trade credit. In other words, the country’s companies
demand less bank credit than in Brazil.

Table 7
Some indicators of bank credit penetration

Economy Mexico Brazil
Percentage of companies with credit facility/bank loan 320 653
Proportion of loans needing collateral (%) 670 316
Value of collateral needed for a loan (% of amount borrowed) 2089 710
Percentage of companies not needing a loan 537 302
Percentage of companies using banks to finance investment 162 484
Proportion of investment financed with own funds (%) 641 445

Note: Information for 2010 for Mexico and 2009 for Brazil.
Source: BBVA Research with Enterprise Surveys data (World Bank)

8 This was set out explicitly in the BNDES Annual Report 2011. Page 17 of this report states, "BNDES is a federally-owned company, governed by private
law and with its own resources, reporting to the Ministry of Development, Industry and Foreign Trade".

9 The organizational structure section of the Caixa Econdmica Federal website states that it is a financial institution created as a public company
reporting to Brazil's Finance Ministry, and that it operates throughout the country.
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There are factors on both the demand and supply side behind the intention to make less use of bank
credit and rely more on own funds, and the need to provide high value collateral to obtain credit. On
the one hand, the factors identified in the differences between Mexico and Brazil may be reflected in the
difficulty of accessing bank credit for companies, and on the other, the high credit risk in the country
may translate into the aforementioned indicators, which are in turn associated with lending activity.

We will now discuss some indicators that suggest, independently of the situation in the country, why
these limitations are much lower in Brazil than they are in Mexico, and how can they help explain the
differences in credit penetration between the two countries.

One good reason for requesting collateral is the lack of credit references. In this regard, the indicators
from the World Bank's Doing Business Report (DBR) show that even though Mexico's credit bureau
have had more complete information than their Brazilian counterparts for several years (Chart 30), the
information relates to a smaller proportion of companies (Chart 31). For example, in 2009, the last year
for which there are comparable figures on the total number of companies in both economies, Brazil had
4.8 million companies'’® whilst Mexico had 5.1 million."

Chart 31
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Annual monitoring statistics for the number of active companies are more limited in Mexico than in
Brazil. There are two sources: the IMSS employers' register and the Secretary of State for the Economy’s
Mexican Business Information System (Sistema de Informacion Empresarial Mexicano - SIEM-SE for
the Spanish acronym). Both of these sources recognize a much lower number of companies than the
2003 and 2008 Economic Censuses: 27% and 23% of private and state-owned sector economic units,
respectively. These figures are only collected every 5 years (Chart 32).

These figures are also a reflection of the large scale of the informal economy, understood as the lack of
registration or payment by companies of mandatory tax or social security contributions!’”> Other indica-
tors also suggest that the problem of the informal economy is much worse among Mexican companies
than in Brazil. The World Bank publishes Enterprise Surveys on various countries, including Mexico and

10 Source: Central Company Census 2010 (IBGE)

' Source: 2009 Economic Census (INEGI)

2 Whilst the IBGE carries out annual surveys of all sectors of economic activity in Brazil and consolidates these in its Central Census, in Mexico, INEGI
annual surveys have not been carried out systematically. For example, its annual surveys of transport and trading companies was last carried out
in 2006; that for the construction sector is available to 2008; and that for manufacturing only for 2009 and 2010. Therefore, we have to turn to the
Economic Census. According to various measures, informal companies are more common in Mexico than Brazil.
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Brazil. These Surveys contain three relevant indicators. Whilst the percentage of companies reporting
that they compete against unregistered companies is 55% in Brazil, in Mexico it is 70%. The percentage
of companies registered formally when they begin operations in Brazil is 96%, whilst in Mexico it is 85%.
Companies operate without formal registration for half a year in Brazil, whist in Mexico this is one and
a half years (Chart 33). It should be noted that these indicators are not based on official definitions; they
are based on the responses of companies in these surveys to the conditions in which they operate.

Chart 32
Number of companies registered in Mexico vs. Chart 33
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Another institutional factor that could be behind the requirement for more collateral in Mexico than in
Brazil is that it takes more time to register ownership in Mexico than in Brazil, and this costs almost twice
as much (Charts 34 and 35).

Chart 35
Chart 34 Cost of registering ownership
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Meanwhile, and as the Financial Reform Initiative currently being discussed includes a number of chan-
ges to improve registration and enforcement of guarantees, it is appropriate to ask whether reducing
the time and cost involved in registering guarantees in Mexico would increase credit penetration to
Brazilian levels. The answer to this question is not conclusive, as empirical evidence on the scale of the
potential impact on credit expansion of such improvements to the institutional framework is still very
limited. In 2004-2011, 75 out of 132 countries shortened the time needed for registering property owner-
ship, with registration costs falling in 87 countries. However, the increase in the ratio of bank credit to
GDP in these countries was similar to the increase in countries where these variables were not changed
(Tables 8 and 9). Moreover, in both cases, the correlation between both variables and credit growth is
very low (Charts 36 and 37).

Table 8 Table 9
Change in bank credit / GDP and time to Change in bank credit / GDP and cost of
register property ownership, 2004-2011 registering property ownership, 2004-2011
Changein Change Changein Change
Group Countries bank credit / time Group Countries bank credit / cost
GDP (average) (average) GDP (average) (average)
Countries with Countries with
75 118 755 87 129 24
decreases decreases
Countries with Countries with
49 10 0 19 136 0
no change no change
Countries with Countries with
) 8 197 129 ) 26 6.2 12
increases increases
Total 132 1.6 -421 Total 132 1.6 14
Source: BBVA Research with World Bank data Source: BBVA Research with World Bank data
Chart 36 Chart 37
Bank credit / GDP vs. time to register property Bank credit / GDP vs. cost of registering
ownership, change 2004-2011 property ownership, change 2004-2011
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3.a.7. Other significant differences

Demand for credit may be lower in countries with a higher concentration of foreign companies and a
more open economy. A large presence of foreign companies can mean less recourse to domestic funding.
According to the 2009 Census, some of the reasons why large companies do not have bank loans include:
i) having foreign capital; i) having loans from a foreign parent; iii) being maquiladoras or having funding
from the United States.
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More limited competition is also associated with higher domestic funding among companies with mar-
ket power. The World Economic Forum efficiency indicators for the goods market indicate that whilst
the size of the domestic markets are similar in Mexico and Brazil, competition is lower in Mexico and
market dominance is higher; anti-monopoly policies are weaker and the percentage of foreign owners-
hip is higher, as well as its exposure to international markets (Chart 38).

Taken together, these factors may decrease demand for credit by companies in Mexico, as the presence
of dominant foreign companies may discourage the entry of new companies and new investment by
companies already in the market.

Chart 38
Some efficiency indicators for the market for goods
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There is one final aspect of Brazil's economy that also appears to contribute to higher demand for bank
borrowing; this is the definition of some companies that in Mexico are owned by the government and
are, therefore, considered to be state-owned.

For example, in Brazil, Petrobras is set up as a private oil company in which the state is a major share-
holder. The credit this company receives is therefore considered to be private sector credit, unlike the
situation for Pemex in Mexico. Lending to the Mexican state-owned company is classified as credit to
the public sector. The situation is similar for Brazilian electricity producers, which obtain credit from
commercial banks and are classified as private sector credit. Mexico, on the other hand has a Comision
Federal de Electricidad (Federal Electricity Commission, CFE) and, as with Pemex, its borrowing is consi-
dered to be public sector borrowing

3.a.8. The potential for increased lending to Mexican companies, if
their structure was more similar to Brazilian companies

In the previous issue of Mexico Banking Outlook, we calculated the potential increase in bank lending to
companies in Mexico that would result from approval of an ideal financial reform package in which all com-
panies seeking credit were able to obtain it. These calculations were based on information from the 2009
Economic Census on the number and size of companies in Mexico, and on CNBV figures on the average
amount received by companies according to their size. This calculation suggested that -in an optimistic
financial reform scenario- bank lending to companies might double, with the volume of bank credit rising
by 1156,225 million pesos (74% of GDP in 2012).
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Another interesting guestion in the light of the information in Table 10 on the larger appetite for bank
credit among companies in Brazil than in Mexico is by how much lending to companies would increase
if the percentage of companies seeking credit was the same in Mexico as in Brazil. To try to answer this
question, we carried out an exercise to determine by how much bank lending would increase in Mexico
if the proportion of companies reporting not needing credit in Mexico were similar to that in Brazil, ba-
sed on World Bank survey information (Table 11).

In the second scenario, around 482 thousand additional Mexican companies that stated in the 2009
Economic Census that they had no interest in seeking credit would now be interested. As a result, the
amount of credit to companies would increase by an additional 2.7 pp of GDP (Table 11).

Table 10
Distribution of companies by size

Subgroup Size

Subgroup level All Small Medium Large

Economy Mexico Brazil Mexico Brazil Mexico Brazil Mexico Brazil
Percentage of companies not 54 30 56 3% 47 3 50 3

needing a loan

Note: Information for 2010 for Mexico and 2009 for Brazil.
Source: BBVA Research with Enterprise Surveys data, World Bank

Table 1

Mexico: new or additional credit that might be granted to companies if they behaved like
companies in Brazil, based on the percentage of companies saying they had no interest in seeking
credit

Differ-
Number of  encein
companies  Mexico: New or
Not Brazil: % of  in Mexico Ob- Average addition-

obtained companies that would served creditac- al credit:

credit or stating no not seek data - cording hypo-

finance interest in credit, estimate toCNBV thetical
Economic Total eco- and state seeking based on from figures amount Proportion
units (compa- nomic units nointerest % oftotal creditin Brazilian Brazilian  (million (million of GDP in
nies), by size (Census) % in this units category figures data pesos) pesos) 2012, %
TotalDomes- 5 127645 1000 1715051 499 1232832 482219 412,334 27
tic or Total
Micro
(10 wks ) 3287048 956 1638006 476 361 1186624 451,382 0672 303328 20
Small

124165 36 65083 19 31 38491 26,592 1572 41802 03

(11-50 wks)
Medium 21447 06 9613 03 31 6649 2964 5805 17209 (0]
(51-250 wks) ’ ’ ’ ’ ’
Large @STand g o o1 2349 o1 21 1068 1281 39023 49994 03
more wks)

*wks = workers employed by company
Source: BBVA Research with 2009 Economic Census data (INEGI) and CNBV

Another interesting question in the light of comparisons between Brazil and Mexico is by how much
credit might increase if the number of micro-companies in Mexico was smaller and the country had
more small, medium and large enterprises.
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As we have mentioned, the proportion of micro-companies is higher in Mexico than in countries such
as Brazil, Germany, the USA and Japan. In this regard, some recent World Bank studies of support pro-
grams for micro, small and medium enterprises in Latin America and the Caribbean have found that
some programs have a positive impact on value of sales, aggregate value, fixed assets and employment
in participating companies. In the case of Mexico, the evidence suggests that this is associated with
increased access to credit.

Therefore, in the following exercise, we assume that a fixed percentage of companies in each segment
-micro, small and medium sized- of potential seekers of credit take part in a business support program,
and that, as a result, each participating company grows to the next size. This scenario shows a further
increase in bank lending, with respect to the initial increase of 74 percentage points of GDP, considering
the effect on all companies (Table 12):

Table 12
Simulation exercise on what would happen to credit if a fixed percentage of companies in the
micro, small and medium segments increased in size to the next segment

New credit (percentage points of GDP) Increase
Simulation of initial impact 74
Increase in size: 1% 03 77
Increase in size: 3% 08 82
Increase in size: 5% 14 88
Increase in size: 10% 28 10.2

Source: BBVA Research with 2009 Economic Census data (INEGD and CNBV

To measure the impact on employment of the growth of companies under these business promotion
and growth schemes, we assume that the companies that grow will employ the average number of
people for each segment reported in the Census information (Tables 13 and 14). Therefore, employment
in small, medium and large companies would be as follows:

Table 13 Table 14
Average number of people employed by Employment in small, medium and large
company companies
Micro (1110 wks*) 24 Size increase: 1% 887904
Small (11-50 wks) 207 Size increase: 3% 266371
Medium (51-250 wks) 1028 Size increase: 5% 4439518
Large (251 and more wks) 7535 Size increase: 10% 8,879,036
Source: BBVA Research with 2009 Economic Census data Source: BBVA Research with 2009 Economic Census data

This exercise suggests that if Mexico had larger companies, employment would be higher. Higher em-
ployment by these companies would result in paying higher salaries than micro-enterprises, resulting
in greater potential to increase lending to households. Finally, table 15 shows details of the exercise and
contributions of each segment to the growth in credit and employment.
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Table 15

Simulation exercise on what would happen to lending and employment if the number of small,
medium and large companies increased in size by a certain percentage

Number of companies that might seek new credit: those that obtained non-bank credit + those
that did not request it due to lack of interest + increase in company size

Original

situagtion Size increase: 1% Size increase: 3% Size increase: 5% Size increase: 10%
Abs Var Abs Var Abs Var Abs Var
with with with with
NumEmp Original NumEmp Original Num Emp Original NumEmp  Original
Micro (10 wks *) 1512914 1480044  -32870 1414303 98611 1348562 164,352 1184209 -328705
Small (11-50 wks) 35918 67547 31629 134529 98611 200270 164352 364623 328705
Medium (51-250 wks) 5,247 6,274 1027 8972 3725 N455 6208 17664 12417
Large (251 & more wks) 1,257 1471 214 1900 643 2329 1072 3402 2145
Total 1,555,336 1,555,336 0 1555336 0 1555336 0 1555336 (]

New bank lending: balance with different company size structure

Micro (1110 wks *) 1016,749 994659 22091 950478  -66272 906297 110453 795844 220905
Small (11-50 wks) 54,854 103157 48303 205453 150599 305852 250998 556,851 501997
Medium (51-250 wks) 30460 36423 5963 52,085 21624 66,501 36041 102542 72081
Large (251 & more wks) 49052 57421 8369 74160 25108 90898 41846 132745 83693
Total 1151115 1191661 40545 1282175 131,060 1,369,548 218433 1587981 436,866

New bank lending: proportion of GDP, %

Micro (110 wks *) 66 64 01 61 04 58 -07 51 14
Small (11-50 wks) 04 07 03 13 10 20 16 36 32
Medium (51-250 wks) 02 0.2 00 03 Ol 04 02 07 05
Large (251 & more wks) 03 o4 01 05 02 06 03 09 05
Total 74 77 0.3 83 0.8 8.8 14 10.2 238

Employment: increase in people employed by increasing the number of companies to the next size segment
compared to original situation

Micro (110 wks *) -80,371 2414 -401,857 -803,715
Small (11-50 wks) 679064 2037193 3395322 6790644
Medium (51-250 wks) 127598 382,795 637991 1275982
Large (251 & more wks) 161612 484,837 808062 1616124
Total 887,904 2,663,711 4,439,518 8,879,036

* wks = workers employed
Source: BBVA Research with 2009 Economic Census data, INEGI

Evaluation

In this section we have examined a set of factors that might help to explain differences in credit penetra-
tion between Mexico and Brazil, a country that has typically been used as a benchmark in this regard.
Can Mexico achieve credit penetration levels similar to those of Brazil just by improving its system for
registering guarantees and complying with loan contracts? The simple answer is ‘no”. This is why the
Financial Reform Initiative also includes reforms to give development banking a more active role.

However, it is desirable that expansion of development banking in Mexico should occur in a context in
which the country has more transparent information on the operations and effectiveness of develop-
ment banking activity. A recent International Monetary Fund study (Gonzalez and Grigoli, 2013) found
that the existence of banks belonging to the government could contribute to relaxing financial restric-
tions on public-sector entities and, as a result, could undermine fiscal discipline. In particular, the authors
reported that an increase in the role of government-owned banks in the banking system is associated
with increased lending to the public sector, a larger fiscal deficit, a higher debt-to-GDP ratio and crow-
ding out of private-sector investment. These findings suggest that the practices of government-owned
banks should be carefully assessed in any strategy aiming to maintain fiscal discipline.
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Turning to Brazil, where there has been a significant increase in credit from government-owned banks
over recent years, a recent OECD study on Brazil's economy found that inequality in competition con-
ditions in the long-term credit market resulting from the substantial financial support offered by deve-
lopment banks creates a barrier to private-sector participation and limits the long-term development
of the credit market. The IMF’s 2012 assessment of Brazil's banking system also pointed to the lack of a
long-term funding market as a factor that needed to be rethought in order to expand credit penetration
in the country.

However, the Pact for Mexico proposes other measures that could increase demand for credit and, as
we have discussed, are factors that could have put Mexico at a disadvantage against Brazil. Therefore,
successful implementation of measures to achieve a more competitive and productive economy will
result in higher potential growth for the economy, and therefore greater demand for credit among
companies.

Moreover, there is increasing evidence that the model for credit penetration in Brazil is not sustainable,
since in some periods, credit has increased even when income has not.
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3.b. The outlook for Mutual Funds in
Mexico

Introduction

Mutual Funds (MFs) buy and sell investment assets with funds from the placement of instruments re-
presenting their own equity with the investing public. MFs provide a savings alternative for small and
medium-sized investors who do not have sufficient funds to meet the requirements of brokerage hou-
ses, or that cannot individually acquire securities at amounts offered in the gross market. Through an
MF, small and medium savers can diversify their investments by acquiring an asset portfolio with a mix
that matches their liquidity needs as closely as possible to their expectations of returns and risk aver-
sion, irrespective of the amount invested.

MFs have become a very popular investment instrument internationally. Evidence of this is provided
by their explosive growth worldwide during the 1990s. According to Fernando, Klapper, Sulla and Vittas
(2003), in the USA the financial assets of MFs grew at an annual average rate of 224 % between 1992
and 1998, whilst in the European Union the average growth was 17.7% over the same period. More recent
studies have found that between 1976 and 2009 the assets of mutual funds increased from $48 billion
USD to almost $11 trillion USD at international level (Khorana and Servaez, 2012).

In Mexico, MFs started to play a significant role as an investment option in 2001, when the Mutual Fund
Act was passed. Since then, MFs have grown exponentially, becoming one of the main investors in
Mexico’s financial system. It is therefore appropriate to understand the current outlook for these institu-
tions and how they have performed over the last decade, in terms of their size, their market structure,
prices and returns. We analyze some of those aspects in this section of Mexico Banking Outlook.

3.b.1 Background and classification of MFs

The first MFs were created in Mexico in 1950, when the Act Establishing the Mutual Fund Regime was
passed. This Act was followed by three others, in 1954, 1955 and 1985, and subsequent amendments to
these, in 1986, 1989, 1992, 1993 and 1995.

Despite MFs existed in legal terms, in practice the market showed little development until the 1990s,
due mainly to weak corporate governance practices, and a lack of interest in opening this market to the
general public; furthermore, the few MFs in existence also offered unattractive returns (Martinez and
Werner, 2002). However, this changed in June 2001, when the current Mutual Funds Act was passed. As
we will see later, this Act contributed, together with the new Securities Market Act, to the growth in MFs
that we have subsequently seen.

The current Act recognizes four types of MFs, each with a particular investment regime, as shown in
Table 16. For example, debt mutual funds (DMFs) can only invest in debt instruments, whilst equity mu-
tual funds (EMFs) can invest in both debt and equity. MFs may also specialize in certain types of assets
or follow an investment strategy based on limiting risk exposure or seeking a target return, rather than
concentrating on a particular asset type. Such MFs are known as “discretionary”. DMFs are also classified
by their investment horizon -short, medium or long-term; whilst EMFs can be classified by their percen-
tage holding of stocks.
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Table 16
Characteristics of MFs
MF type Features Classification

) ) ) According to duration of the assets:
« Canonly invest in debt instru-

ments e Short term: less than one year
Debt « Aninvestment instrument with . Medlun’(}jtlerm:tgﬂore than Olqe
; ; ear and less than or equal to
lower risk that an equity MF - Can specialize in different asset A 9
: o ) ) three years
« Anincrease in interest rates im- classes (government, private
plies a decrease in the MF’s price sector, regional), provided that ~ * Long term: more than three
they hold at least 80% of these years
assets Depending on percentage invested:
+ They canbe classified as - Specializing in stocks: minimum
discretionary if their strategy is of 80% in stocks
) ) ) not baseq on a particular assgt » Mostly stocks: between 50% and
. Can invest in debt and equity composition, but rather on a risk o
Equity ) o 80% in stocks
instruments exposure limit or a target return
« Mostly in debt instruments:
between 50% and 80% in debt
« Specializing in debt instruments:
minimum of 80% in debt
Capital ) ) ) . )
(SINCAS) Invest their funds in companies promoted by the MF requiring medium and long-term funds
Limited Operate exclusively with the assets defined in their bylaws and prospectus. Although provided by law, currently
Purpose there are no such MFs in operation.

Source: MF Act, CNBV

3.b.2 Development of MFs over time

3.b.2.a. MFs as a source of financial savings

The Financial Savings database published by the Comision Nacional Bancaria y de Valores (CNBV -
Mexico's National Banking and Securities Commission) provides quarterly information on the relative
share of each investor, both in terms of volumes and GDP and in relation to total savings. Although the
CNBV's definition of financial savings only includes holdings of fixed income instruments, this informa-
tion enables us to understand the performance of MFs as participants in the Mexican financial system.
It should also be noted that the CNBV's definition of financial savings differs somewhat from that used
by the Bank of Mexico, whose data serve as an input to analyze the financial savings situation in each
issue of Mexico Banking Outlook. A very detailed comparison of these two measurements was set out
in our March 2011 issue!

As a percentage of GDP, MFs have tripled in size over the last decade, with the holding of debt instru-
ments by MFs increasing from 2.3% to 81% between December 2000 and June 2013 (Chart 39). MFs
have also doubled their share of financial savings, as over the same period their share of such savings
increased from 4.4% to 95% (Chart 40).

The growth of MFs has made them one of the most dynamic participants in the financial system. Bet-
ween December 2001 and June 2013, the average annual increase in financial savings held by MFs was
14.0%, only slightly below that of SIEFORES, which grew by 14.4% over the same period (Table 17). In the
rest of this article we describe this behavior, the development of their market structure and their returns
over recent months in greater detail.

"For more details of the CNBV's definition of financial savings and how it differs from the Banxico definition, refer to CNBV documents (2010, 2013)
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Chart 39 Chart 40
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Table 17
Average growth in financial savings by type of investor. 2001-2013
SIEFORES 14.4% External saving 82%
Mutual funds 140% Private investors 50%
Institutional investors 124% Banks and non-bank intermediaries 40%
Insurers 96% Total Saving 6.8%
Housing funds 83% External saving 82%

Source: National Banking and Securities Commission

3.b.2.b. Evolution of MF assets and number of investors

In addition to figures on financial savings, the CNBV also publishes detailed information on MFs, which
allow us to analyze their performance from different points of view. One of these is in terms of their
assets. By the end of September 2013, the value of MF assets was 16 trillion pesos, of which 80% was
concentrated in DMFs and the remainder in EMFs. The latter have been the more dynamic of the two,
with EMFs increasing their share from 12% to 20% between 2003 and 2013 (Chart 41). This was due to
the higher growth rate of EMFs than DMFs (194% vs 11.6%).

As shown in Chart 42, the 2008-2009 financial crisis resulted in a significant decrease in MF assets,
particularly for EMFs, which fell by 95% in this period. Sidaoui (2010) argues that the fall in demand for
private securities resulting from an increase in counterparty risk and a lack of liquidity in the secondary
bond market had a negative impact on the value of MF assets, whilst increased their liquidity require-
ments due to the exit of investors. There was a slight recovery in late 2009, although there was a further
fall in 2011, probably due to the European crisis. However, since 2012 the value of MF assets has been
on an upward trend, with growth rates for DMFs and EMFs during September 2013 of 4.2% and 196%,
respectively, and with total growth of 6.9%.
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The dynamism of MFs can also be seen from the appearance of new funds. At the end of 2013 there
were 566 MFs, of which 306 (54%) were DMFs and 260 (46%) EMFs. This is an increase of 53% compared
to April 2003 (the earliest available figures), when there were 369 mutual funds. This growth was largely
due to EMFs, which have tripled since 2003, and were not as affected by the crisis as DMFs (Chart 43).

Chart 42
Chart 41 Real annual growth of MF Chart 43
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In terms of investment regimes, short and medium-term DMFs represented 46% of the total number of
available DMFs in September 2013 (140 out of 306) (Chart 44). Among EMFs, currently the most nume-
rous are discretionary (86 out of 259), followed by those specializing in stocks (Chart 45).

Chart 44 Chart 45
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The increase in the number of MFs is due to their increasing popularity, which can be seen by the on-
going entry of new investors during the decade, although this was temporarily interrupted by the finan-
cial crisis of 2008-2009. In April 2003, there were slightly more than 630 thousand contracts (investors)
in MFs; and by September 2013 they had grown up to 21 million, which represented an increase of 25
times over the period.

The inflow of investors has mainly been into DMFs, which account for around 2 million investors, around
92% of contracts (Chart 46). As shown in Chart 47, in 2005 and 2006, DMF contracts increased and
EMFs decreased, whilst the opposite happened in 2007 and 2008. There is no information that allows
us to know if in 2005 the investors who left from EMFs where the same who enter to DMFs, or if in 2008
the investors who left DMFs enter to EMFs, however, it is possible that a substitution effect existed in
those periods. Such effect seemed to have decreased subsequently, although we have seen a larger
inflow of investors into EMFs and an exit from DMFs since the middle of 2012.

Chart 47
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3.b.2.c. Financial instruments

We can analyze the MF investment portfolio in detail using CNBV information. The data show that the
main investment instruments for MFs are government securities. In September 2013, government se-
curities accounted for 70% of MF portfolios. That percentage has increased every year, and currently
exceeds its 10 year average (65%). Furthermore, such increase has been accompanied by a decrease in
the concentration of private securities, which have fallen from 8% to 5% of the total portfolio (Chart 48).

That behavior is particularly notable in DMFs, as in December 2003, 77% of their portfolio consisted of
government securities and 9% of private securities, whilst in September 2013 those percentages stood
at 81% and 6%, respectively (Chart 49). EMFs have increased their holdings of both bank and govern-
ment debt, from 3% to 13% and 9% to 13% of their total portfolios, respectively (Chart 50).
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Chart 48 Chart 49

Chart 50
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Over recent years, DMF investment in government securities has mainly been through repos? As we
can see from Chart 51, between December 2003 and September 2013 holdings of repos on Govern-
ment securities increased from 20% to 29% of the total DMF portfolio. The Chart also shows a reduction
in direct holdings of M Bonds and CETES (from 13% to 4% and from 13% to 7%, respectively), which were
perhaps substituted by holdings of repos, as these securities are those generally used as collateral in
such trades.

Chart 51
Holding of government securities as a % of
total DMF portfolio

Chart 52
Holding of securities as a % of total EMF
portfolio by economic sector
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2 Annex 33 of the CNBV's “Circular Unica de Bancos” (Mexican Banking Regulation) defines a repo as a trade through which one entity -the cash
provider- temporarily acquires ownership of the credit instruments of another -the cash receiver- which receives cash in exchange. In other words,
a repo can be understood on one side as a cash funding transaction with collateral. “In this regard, the borrower pays interest for the cash received
as funding, whilst the lender receives a return on its investment, payment of which is guaranteed through the collateral”. However, it could also be
a mechanism for “temporarily accessing certain specific securities owned by the borrower, providing cash as collateral, which serves to offset the
risk exposure of the borrower with regard to the lender”. According to Bank of Mexico rules on repo trades, banks and brokerage houses can act as
cash receivers (receiving cash and delivering securities) with any person, but can only act as cash providers (receiving securities and delivering cash)
with the Bank of Mexico, other banks and brokerage houses and with financial institutions abroad. Other financial entities, such as MFs, Siefores and
Insurers, together with non-financial firms and individuals, can only act as cash providers.
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It is probable that the increase in securities through repos is a conseguence of a strategy adopted by
MFs to reduce the volatility of their assets, while obtaining high returns at the same time. As repos are
very shortterm trades (typically 1 day), MFs can acquire these instruments, which have higher returns,
without exposing themselves to the market risk implicit in holding the instrument directly.

For EMFs, the analysis of their holdings by economic sector reveals changes in their investments diver-
sification. Between 2010 and 2013 there was a decrease in the concentration in the telecommunications
sector and an increase in investments in the financial and consumer sectors (Chart 52). Within these
sectors, key areas of investments include holdings of stock of financial groups (10.2% in September
2013) and of food and drink retail firms (14%, not shown in the Chart).

3.b.3 Structure of the MF market

In this section we look at the structure of the MF market, and analyze some of the factors that might
have influenced it. According to CNBV Information, as of September 2013 there were 28 MF manage-
ment companies (MFMCs) in operation. From those, 11 belonged to financial groups, seven to indepen-
dentinstitutions, six to brokerage houses and four to banks. Those belonging to financial groups had the
largest number of MFs, and the highest concentration of assets and clients, followed by those belonging
to brokerage houses (Table 18).

Table 18
MF characteristics by type of management

Number of manage-

Type of management ment companies Number of MFs % assets % clients
Financial groups n 316 617 742
Brokerage houses 6 n4 311 205
Independent 7 95 40 33
Banks 4 41 32 20
Total 28 566 $1.60* 215**

*Trillion pesos
**Million clients
Source: CNBV

The number of MFMCs has fallen since 2003, when there were 49 of them. As can be seen from Chart
53, this is the result of mergers and acquisitions during the decade, mainly in 2004 and between 2006
and 20082 There has been an increase in market concentration as a result of this consolidation.* Chart
54 shows the development of the concentration ratio (CR) for the 4 and 8 main MFMCs, and the Her-
findahl-Hirschman Index (HHI), which are indicators frequently used to measure market concentration.
The CR4 shows that in 2003, the four main MFMCs held 59% of assets. Meanwhile, the CR8 shows that
the eight main MFMCs held 78% of assets. As of September 2013, these ratios had increased, with the
four and eight main MFMCs holding 66% and 87% of assets, respectively. As with the CR, the HHI shows
increased concentration, particularly from 2009 onwards.

3 In the analysis period there were only two exits (revocation of licenses): firstly, Fondos Bursamex in 2006; and, secondly, Invercap in 2012. The
remainder relate to mergers and acquisitions.

41t is worth mentioning that an increase in concentration does not necessarily mean a lack of competition, particularly in activities involving substan-
tial economies of scale, such as the financial sector. Both the regulators and academics look to other indicators to judge the level of competition, such
as the existence of entry barriers, diversity in product and service offerings and prices charged. See, for example, “‘Report on competition conditions
in the credit card issuing market” Bank of Mexico, April 2013.
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Chart 53 Chart 54
Number of MFMCs registered CR and HHI indicators by asset value
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ses): firstly, Fondos Bursamex in 2006; and, secondly, Invercap in 2012.
The remainder relate to mergers and acquisitions.
Source: CNBV and CONDUSEF

On the regulatory side, efforts have been made to encourage development of MFs by establishing bet-
ter corporate governance rules and resolving conflicts of interest, giving greater certainty to investors
and making the transactions carried out by MFs more flexible, and encouraging new participants to
enter the market.®> The first step in this process was the new MF Act in 2001, which represented a major
overhaul from its predecessor (Table 19).

Table 19
Main changes under the 2001 Mutual Fund Act

« Opening up access to securities markets, both for debt and for stocks, to the general public.

1. To promote develop-
ment of the MF « Making the investment regime more flexible by permitting investment in instruments denomi-

sector nated in foreign currency. derivative instruments and immovable assets, and in other MFs,
through the creation of the “fund of funds” structure.

« Establishing a Board of Directors with defined structure and responsibilities, limited to a maxi-
mum of 15 members of whom a third must be independent of the financial group, bank or

. , brokerage house managing the MF.
2. Avoiding conflicts of

interest by creatinga * Establishing that the contracting decisions of people providing services to the MF and carrying
corporate gover- out transactions with related parties must obtain the approval of the majority of the Board.
nance structure
guaranteeing
compliance withthe  « Stopping brokerage houses and banks from acting directly as management companies by
objectives of the MF obligating them to create independently managed subsidiaries.

« Enabling MFs to change their management company.

« Establishing a valuation committee to determine the value of companies not listed on stock
markets and those for which there is no price information from price suppliers.

« Creating the Sociedad Distribuidora de Acciones de SI (MFSDC - Mutual Fund Share Distribution
Companies) structure: this can be an individual or company authorized by the CNBV for this
3. Increasing purpose, including banks, brokerage houses, insurers and auxiliary credit entities.

distribution channels . This structure gives investors the possibility to purchase shares in various MFs and MFMCs

through a single contract, and to receive consolidated account statements, showing investments
by the operator managing them.

Source: Martinez and Werner (2002) and CNBV

5 According to the rationale set out in the decree issuing the MF Act published on 4 June 2001, there was previously a clear conflict of interest in
the cases of brokerage houses and banks that acted as MFMCs, as the previous Act did not set any limits on the identities of members of the board
of directors. Therefore, the persons overseeing the MF's investment decisions also had responsibility for handling the funds of the clients of the
brokerage house or bank and the own funds of these institutions, and were also responsible for placing securities issued by them and by others.
Given this, there was a latent risk that the managers of the MF would use its funds for purposes other than obtaining the best return for the MF itself.
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In addition to the changes introduced by the Act, in 2001 the Bank of Mexico also made significant
amendments to its rules on repo transactions, removing the limits established for MFs® As mentioned
in the previous section, MFs have increased their investments in repos, which suggests that this increa-
sed flexibility may have contributed to improve risk handling and returns for MFs. The CNBV has made
subsequent modifications to secondary regulations affecting MFs so as to adapt their investment regi-
mes to the new market context. The most important change occurred in 2009, adding new financial
instruments to the list of those in which MFs could invest; such as, structured instruments, asset-backed
instruments and fiduciary capital securities.

The growth in the sector since 2001 suggests that these regulatory changes may have had a positive
effect on the penetration of MFs in the financial system. Moreover, the reduction of barriers to entry
and the increased flexibility of the MF investment structure, despite favoring increased concentration
in the sector, also seemed to have contributed to reducing the fees charged to clients, through greater
efficiency and competition.

For example, Table 20 sets out the average, standard deviation and median or the ratio of total costs to
total MF assets from 2003 to 20137 This ratio is an approximate measure of the fees charged by each
MF, as the most significant component of these costs is the fees paid to fund managers and/or advisors.
As can be seen, at the end of 2005 average fees stood at 4.2%, whilst the typical (median) fees were 19%.
We can see a reduction in fees from 2006 to 2010, falling to below 1%. Although there were renewed
increases in 2011 and 2012, fees started falling again in 2013

As a further example, the following three columns of the table show the number of MFs stock series with
increased, decreased and unchanged fees. This example is important, as studies in other countries have
shown that reducing and eliminating fees is a common practice for attracting and retaining investors
in the mutual fund sector (Christoffersen, 2001; Coates and Hubbard, 2007). In Mexico's case, whilst the
number of increases exceeded the number of reductions between 2006 and 2011, the increases were
not particularly large, as shown by the downward trend in the mean and median for this period. From
201, the number of MFs stock series reducing their fees increased, probably as an incentive to attract
more investors into the market as a result of lower flows during the crisis.

The existence of multiple distribution channels gives the sector more points of contact with its clients,
which may lead to greater competition and drive down fees (Coates and Hubbard, 2007). In Mexico,
MF shares are distributed by MFMCs and MFSDCs, which were created in 2001 (Table 19). Despite the
introduction of these entities, the MF distribution network continues to be partially closed, since an MF
is normally distributed by an operator or distributor that is part of the same group as the MF. According
to CNBV figures, at the end of September 2013 only 2.7% of total MF assets were distributed through
MFSDCs not belonging to the same group as the MF. However, it may well be that the reduction in fees
in the sector has caused a narrowing of margins such that at current levels it is not possible for other
MFSDCs to enter the market and make a profit.

6 These limits were set in 1992, establishing that repo transactions should not exceed 20% of the MF’s total assets; when carried out with the same
intermediary, this percentage should not exceed 5%.
7 According to the Circular Unica de Sl (Single Mutual Fund Circular - SMFC), MFs may agree fees in general or for each share tranche.
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Table 20
Ratio of total costs/total assets for total MF stock series and number of series with changed fees
Standard
Year Average (%) deviation Median (%) Reductions Increases Unchanged

2003 191 538 000 0 0 0
2005 417 1306 192 0 0 0]
2006 168 966 007 296 305 55
2007 108 498 001 1067 430 1147
2008 084 142 002 594 14 909
2009 093 129 026 818 1085 741
2010 079 142 002 506 1337 166
201 190 756 145 703 2145 722
2012 188 nez 142 2431 628 51
2013 093 395 046 2088 351 28

Source: BBVA Research calculations based on CNBV data.

These figures provide initial evidence that the regulatory changes at the start of the decade resulted in
unprecedented growth in the MF sector, and a competitive environment. The Financial Reform Initiative
currently under discussion proposes additional measures to improve the procedures and requirements
for establishing mutual funds and to incorporate best corporate governance practices. The main mea-
sures proposed include: the possibility of constituting MFs before the CNBV in the National Registry of
Securities rather than through deeds before a notary; the creation of flexible procedure for spin off of
MFs when there is market volatility or limited liquidity ("Side Pockets”); the inclusion of duties of loyalty
and diligence for directors of MFMCs; and a requirement for MFMCs to have an independent external
auditor from which the CNBV may request information.

3.b.4 MF returns

We will now examine the performance of MFs returns in Mexico, over a period limited to 16 months. A
more detailed analysis of MF performance, using the models typically studied in the literature, would
involve using information for a longer period of time®

For this initial exercise, we use the performance and fees of MFs stock series in circulation during the
period June 2012- September 2013, obtained from the Asociacion Mexicana de Intermediarios Bursati-
les (AMIB - the Mexican Association of Stock Market Intermediaries). Table 21 shows the returns of MFs
stock series grouped by rating, investment structure and geographic region from where they were is-
sued. The first three columns show the average, median and standard deviation for annualized nominal
returns, as reported by the AMIB. The following three columns show the same indicators for performan-
ce net of fees, which is obtained by netting off fees from nominal returns. By way of comparison, the final
part of the table shows interest rates for 28-day CETES and M Bonds with three and ten year maturity.

The upper part of Table 21 shows that AA-rated MFs performed better and had lower volatility than AAA
and A-rated MFs. As expected, long-term MFs offer higher returns, but more volatility, than other MFs. By
geographic region, MFs invested in Mexican securities had better returns and lower volatility than those
invested in instruments of other countries, probably as a result of the uncertainty about the United

8 For example, the classic Capital Asset Pricing Model (CAPM), which gives risk-adjusted indicators of the performance of a portfolio, and more recent
models such as the three and four factor models of Fama and French (1993) and Carhart (1997), respectively, who add further variables to the CAPM
model (such as size and valuation multiples). These authors argue that returns on the instruments of small companies may be more strongly corre-
lated with those of other small companies, rather than those of the large companies used as benchmarks for the market. For more detailed analysis
of these models, refer to Fama and French (2004).
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State’s Federal Reserve’s exit strategy for its monetary stimulus. Such strategy has resulted, on the one
hand, in higher interest rates on US bonds over the middle (2 year) and long (10 year) part of the yield
curve, and, on the other, in capital outflows from emerging markets?

In total, the average return observed on MFs over the period was slightly over 2%, although the most
representative fund -measured by the median- had a higher return, at around 3%. Having discounted
fees, average and median returns were 1.3% and 2.5%, respectively; implying that average and median
fees were around 80 and 60 basis points, respectively. Comparing these returns with the benchmark
interest rates shown in the table, we can clearly see that both the average and medians for the latter
are higher, and volatility is lower. However, this does not necessarily imply that MFs are a less attractive
option than investing in a single government instrument, as the higher volatility of MFs also indicates
that it is possible to obtain higher returns.

Table 21
Returns on DMFs, June 2012 to September 2013, %
Nominal returns Nominal returns net of fees
Average Median Standard dev. Average Median Standard dev.
By rating
AA 28l 340 881 184 262 892
AAA 203 303 121 127 246 1215
A 016 306 2583 110 218 2584
By investment structure
Long term 295 389 1607 207 325 1618
Medium Term 280 353 830 207 289 834
Discretionary 164 362 16.31 087 293 1634
Short term 161 283 11.85 080 215 11.88
By geographical region
Mexico 278 312 749 196 254 761
Pesos 273 3M 724 192 253 736
UDIs 433 655 1352 362 557 1362
Europe 014 175 3499 -041 148 3493
Other markets 008 489 2519 -048 476 2517
Emerging mkts -442 -4.30 3117 -497 -4.80 3114
USA 605 1030 3019 -668 1097 3012
Total 21 3.09 1210 1.31 249 1215
CETES 28 402 409 022
M bond-3 464 472 029
M bond-10 548 546 049

Source: AMIB and Bank of Mexico

° For more detailed analysis of capital outflows from emerging markets, refer to: Economic Watch EAGLES, Behind the Emerging Markets Sell Off:
Some Stylized Facts (August 2013), available at www.bbvaresearch.com.
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Table 22 shows similar indicators to Table 21 for EMFs, although in this case data is disaggregated only
by investment structure and geographic region. We have also included the IPC stock market index
performance in pesos and USD, to provide an appropriate comparison with the other USD-denomina-
ted indexes -Dow Jones, Standard & Poor’s 500 and Morgan Stanley Capital International (MSCI) for
emerging markets- also shown in the table. By investment structure, we can see that MFs specializing
in stocks had the best performance, followed by discretionary funds. By geographic region, MFs that
invested in Europe and the USA had the best returns, whilst the lowest returns came from emerging
markets. However, it must be stated that the returns shown in Tables 21 and 22 are not risk adjusted, as
this adjustment is not available in the available information. This implies that the returns are not neces-
sarily comparable, particularly between geographic regions. Making such an adjustment would require
the use of econometric tools and a much longer time period than that presented in this note.

In total, the average and median returns were 7% and 6% respectively; discounting fees -at around 1 per-
centage point- returns were 6% and 4.5%. Finally, it is noteworthy that the returns of EMFs were higher
than the benchmark indexes used. This behavior might be evidence of an active investment strategy
followed by some funds, which means that fund managers are not necessarily limiting themselves to
tracking indexes.

Table 22
Returns of EMFs, June 2012 to September 2013, %
Gross nominal returns Nominal returns net of fees
Average Median Standard dev. Average Median Standard dev.

By investment structure
Stocks 814 1253 3546 692 nzz 3556
Discretionary 6.39 614 1937 530 494 1943
Debt 474 333 10.77 396 2.85 1093
Europe 1919 2691 3912 18.31 2578 3914
USA ns4 348 3119 nn 348 314
Other markets 715 794 34.28 605 659 3423
Mexico 6.76 544 2677 566 425 26.88
Emerging mkts -495 646 4163 /38 823 4165
Total 7.03 571 2841 5.93 450 2850
Peso IPC 046 -0.37 315
usD IPC 080 107 479
S&P 500 146 217 208
Dow Jones 116 199 205
MSCI 030 069 352

Source: AMIB and Bloomberg
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Evaluation

The overview of mutual funds in Mexico presented in this section is an initial exercise in understanding
the sector which, as we have seen, has become one of the main participants in Mexico's financial sys-
tem, and an attractive investment option for small investors. This is particularly true if we consider that
we have recently seen substitution between savings through MFs and term deposits with banks, as we
have highlighted in previous analyses.

The analysis presented in this article also highlights the need for further research of the MFs sector, as
it has not been studied in-depth in Mexico. Therefore, we do not discount the possibility of publishing
more detailed studies in future issues of Mexico Banking Outlook.
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Box 1: Is there market discipline in Mexico’s Bank Debt market?

Introduction

The Basel Capital Accord is based on three complementary
elements or pillars. Pillar 3 recognizes the potential for mar-
ket discipline to strengthen the prudential regulation process
(Pillar 1) and the banking supervision process (Pillar 2), by
generating incentives for banks, ‘rewarding” those that are
prudent and efficient, and punishing those that are not. The
objective of these complementary actions between the mar-
ket, the regulation and the supervision is, ultimately, to ensu-
re the overall stability of the banking and financial systems.

In many countries, particularly in developed ones -where
more information is available and there are a larger number
of banks operating- the role of market discipline has been
studied as a tool for monitoring and influencing the beha-
vior of banks. This can be exercised by various participants:
shareholders, depositors and bond holders! However, in
Mexico, to date there has been little research about whether
the markets exercise discipline over the banks operating in
the country and whether participants exercise this discipline
effectively. To contribute to fill this gap, Valles and Vazquez
(2013) explore whether the markets in Mexico exercise disci-
pline over “badly behaved” banks, understood as an increase
in the risk they take to such an extent that it might affect
their profitability or solvency. Based on a sample of debt ins-
truments issued by the banks between 2007 and 2012, the
authors search for a relationship between the cost of bank
funding -measured as the premium of debt instruments
referenced to TIIE 28- and some of their risk and solvency
fundamentals. They also ask whether bond holders exercise
different discipline on debt issued by domestic and foreign
banks. This Box briefly describes the methodology used by
the authors to address these questions and some of their
results.

Methodology and hypothesis

The empirical literature on market discipline has used a
number of different statistical techniques to identify the re-
lationship between the price of bank securities (shares, debt

instruments or deposits) and their fundamentals.? One of the
methodologies most widely used is a linear regression analy-
sis known as Ordinary Least Squares. Consistently with this
approach, the model proposed by Valles and Vazquez is:

i k

SC=a+ 2B X+ D 2, +6 +¢
=l k=1

Where SC is the premium on each bank debt security /, at
the issuance date; ie. the additional percentage points paid
to investors over the 28 day TIIE reference rate. X are j va-
riables reflecting the fundamentals or characterlstlcs of the
banks for the month prior to the issuance and [5 are their
corresponding estimated coefficients. Z, are the k charac-
teristics of the debt placed, used as control variables, and v,
are the estimated regression coefficients for these variables.
Finally, 6, are the coefficients for banks fixed effects and e,
is the estimated error. The authors use the following varia-
bles as banks' characteristics: assets (as an indicator of size),
capitalization ratio (ICAP), percentage of the credit portfolio
dedicated to consumer and commercial credit (non-financial
firms and individuals involved in business activities), non-per-
forming loan index, and return on assets (ROA). The charac-
teristics of the debt issues are maturity, amount issued, type
of instrument, debt rating and a dummy variable indicating
whether the security was issued by a domestic or foreign
bank.

Valles and Vazquez's central hypothesis is that fundamen-
tals are important: the banks with the weakest fundamentals
are “punished” by the market asking for a higher premium
on their issues, whilst banks with stronger fundamentals are
‘rewarded” by the market with a lower premium. In other
words, there is an inverse relationship between variables in-
dicating risk (Xij) and the premium (SCi. The authors also
discuss the expected effect of each of the variables included
in their model.

' Flannery (1998), Flannery and Nikolova (2004) and Furlong (2006) provide extensive reviews of the empirical literature on market discipline in the United States.

2 For example, Krainer and Lopez (2004) and Curry (2008) use an ordered logit to analyze the relationship between the credit ratings and share prices of US banks. Demirgtic-Kunt
and Detriage (2002) and Demirglic-Kunt and Huizinga (2004) use panel data techniques in country and bank-level samples to determine whether fundamental risk variables
have an effect on the volume or price of deposits. Studies that have used linear regression analysis to study the relationship between the prices of debt instruments and the
characteristics of banks in the primary market include Morgan and Stiroh (1999, 2001), Resti and Sironi (2007) and Ashcraft (2008).
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Table 23
Relationship between issue characteristics, bank fundamentals and premiums

Dependent variable: premium (bp)

Explanatory variable

1 2 3
p 91 4842 ** 4499 ** 4252 ¢
p_182 -4507 * 3738 341
p_365 3978 * 3574 3278
Imonto 231 * 241 * 229 *
Bonobanc 1459 892 276
cd 1363 6.87 606
Sub-pri 9605 *** 9040 *** 9461 ***
no-rat 2.21 -6.27 297
BBB 7538 * 6644 7653 *
A 4013 391 3771
AA 246 578 535
D2007 -847 1858 * 2276 **
D2008 2520 ** 2812 2496 ***
D2009 1744 1054 1218
D2010 025 276 56
D201 -03 094 -09
foreign 9222 ** 5255 *** -47468
ICAP,, 17489 * 26556  ***
Consumer Portfolio,, 22433 9022
Commercial Portfolio,, 17155 ** 13654
Past-due Portfolio,, 176.34 26756
ROA, 60642 58295
Etr*ICAP,, 55768  ***
Extr*Consu,, 33934
Extr*Commer,, 33712
Extr*PastD,, 105983 *
EXt*ROA, 141567
Constant 8823 ** 388 22627
Observations 973 972 972
R? adjusted 071 073 074
Hausman test with respect to M1
chi2 598513 1129839
Prob > chi2 00000 00000

* p<O10; ** p<0.05; *** p<001. The regressions include fixed effects by bank and a weighting factor for the number of issues by each bank in the month. The standard errors
are corrected through intraclass correlation using clusters of banks
Source: Valles and Vazquez (2013)
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Results

Table 23 presents some of the results of the regression analy-
sis. Column 1 only includes the characteristics of the instru-
ments issued, such as maturity, amount, type of instrument,
rating and period in which they were issued, together with
an indicator for foreign banks. Without considering the cha-
racteristics of the issuing banks, such as their fundamentals
and the attributes not reflected in the fundamentals (column
1in Table 23), the authors found that the premium is higher
for larger volumes of debt; when the instrument issued is
subordinated; and when the debt was issued in 2009, during
the financial crisis. Regarding the securities rating, at the time
of issue, Valles and Vazqguez found certain differences in the
premium. This would indicate that ratings reflect part of the
risk of the issuer and that the market takes this indicator into
consideration, resulting in a higher premium for instruments
rated as A or below; however, this is not significant for tho-
se without a rating. A significant, negative relationship was
found with regard to the foreign bank dummy variable.

When incorporating the banks fundamentals into the mo-
del (column 2) there are slightly increases on its explana-
tory power, whilst the relationship between ratings and pre-
miums is maintained. In addition to the fundamentals, the
model presented in column 3 also includes interaction with
the foreign bank variable, so as to assess whether there are
any significant differences in fundamentals for such banks.
With this new formulation the explanatory power of ratings
almost disappears, while only certain fundamentals remain
significant. By incorporating interactions with the foreign
bank variable, only ICAP and the non-performing loan ratio
are significant, although the premium on bank debt issues
remains higher for subordinated debt and debt rated BBB or
below, and results lower for instruments issued prior to the
beginning of the financial crisis. This suggests that investors
differentiate between domestic and foreign banks.

Valles and Vazquez study also explores some possible rea-
sons for these differences. These include that as foreign
banks are larger, it is possible that their distribution network
is so big that the markets perceive them as “too big to fail”,
or that there are other unobservable variables, such as the
banks' reputations and customer loyalty. It is also possible
that the market perceives these banks to be more cautious
in their risk policies, as their business decisions depend on
market conditions both locally and in the other markets in
which they operate.

Evaluation

Valles and Vazquez study offers evidence that there is mar-
ket discipline in Mexicos banking system, as fundamentals
do matter. However, whilst the characteristics of issues are
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relevant variables in explaining the price of debt issues by
banks, variables related to their solvency and risk are also re-
levant. Two relevant conclusions can be drawn from this stu-
dy, both in terms of policy and market analysis. On the one
hand, the information provided by the market through the
debt issues premium that investors are willing to pay could
be a useful monitoring tool for the risks taken by banks, and
the market perceptions of that risk. On the other hand, the
premium could also be useful for identifying other market
failures when it fails to be informative.
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3.c Demand factors that influence financial
inclusion in Mexico: analysis of barriers
based on the ENIF survey

Introduction

The World Bank estimates that over 2.5 billion adults are currently excluded from the financial system.
This exclusion is focused on the poorest parts of the population, living in rural areas and developing
countries. In recent years, both public policy and private initiatives have become increasingly concerned
with estimating the number of those excluded, and with defining and studying financial inclusion. This
is reflected both in regulatory changes to promote financial inclusion and the arrival of new products
and players in the market.

A variety of concepts are used to understand financial inclusion; this study adopts the definition of the
Mexican National Banking and Securities Commission (CNBV), according to which financial inclusion “..
includes access to and use of financial services under appropriate regulation, guaranteeing systems of
protection for the consumer and promoting financial literacy in order to improve the financial capacity
of all segments of the population”.

To a large extent, the lack of financial inclusion or access to the financial system' is due to market failures,
such as the existence of information asymmetry, significant economies of scale and other barriers to
entry for new competitors and products. Nevertheless, financial exclusion should not just be unders-
tood from the supply side, as there are also substantial handicaps for financial inclusion on the demand
side. According to Beck and De la Torre (2006), price and income are the most notable economic
determinants of demand for payment and saving services. Economic development and the associated
increase in per capita income increases the need for more sophisticated services. However, incentives
for demand do not only come from economic factors, but socio-cultural ones. Moreover, it is very impor-
tant to consider those who are voluntarily excluded; ie. those who do not use, and show no interest in
using, the financial system.? Demirgiic-Kunt and Kappler (2012) used Global Findex data to produce the
most in-depth analysis of why people do not have an account with a financial institution in 148 countries,
including Mexico. They found the most important barrier to be lack of money (66% of respondents). In
line with these results, for Mexico Djankov, S. et al. (2008), using data from the Bank for National Savings
and Financial Services (BANSEFD), found that 89% of people without access to the financial system argue
they “do not have sufficient money”.

Given the importance of this issue and the shortage of evidence on demand for financial services by
those excluded from the banking system, in this article we explore the factors influencing the decision
of not using financial services in Mexico. To this end, we analyze data from the Encuesta Nacional de
Inclusion Financiera (ENIF - the National Financial Inclusion Survey), produced by the CNBV, INEGI and
the Alliance for Financial Inclusion (AF1) in 2012. This chapter consists of four sections in addition to this
introduction: a brief description of financial inclusion policies in Mexico; a brief description of the ENIF;
a description of the analysis methodology used and results obtained; and conclusions and recommen-
dations.

' By access to the financial system, we mean access both to banking infrastructure and the existence of appropriate products that make effective
use of the system easier.

2 According to the BBVA Bancomer and GAUSSC survey (2012), in Mexico, 18% of the population does not use and is not interested in using financial
services. For further details, refer to Mexico Banking Outlook November 2012.

www.bbvaresearch.com Page 45



B BVA December 2013

3.c.1. Public financial inclusion policies in Mexico

Regulatory changes to the Mexican financial sector since 2008 have encouraged the appearance of
new participants in the financial system and the generation of new business formulas in accordance
with the needs of the regions and social sectors that are still not being attended. According to the CNBV
(2012a), some of the main regulatory changes to encourage financial inclusion have been the following:

i. Review and adaptation of the regulatory framework of the people’s financial sector (2008).3

ii. Incorporation of non-banking agents for the provision of financial services (2008).

ii. Financial services through mobile banking (2009)4

iv. Simplification of the requirements for opening a bank accounts: Simplified accounts (2010).>

v. Promotion of competition among banks through the creation of niche banking® 2008 and 2009).

According to the CNBV (2012a), regulation on financial inclusion aims to generate more flexible market
conditions, whilst guaranteeing the security and integrity of transactions, as well as the prudential con-
ditions of the financial system as a whole, so as to encourage an innovative supply of financial services
that are more in tune with the needs and scope of people.

With the progress made in regulatory matters, 71% of the country’s municipalities now have at least
one channel of access to financial services (branch, ATM or agent) of commercial banking, develop-
ment banking, cooperatives and microfinance institutions, allowing the access to financial services of
96% of the adult population. With respect to other indicators of access to financial services in Mexico,
the Fourth Report on Financial Inclusion (CNBV 2012b)’, using information for July 2012, estimates 1.83
branches per 10000 adults, of which 814% belong to commercial banks, 3.8% to development banks,
79% to cooperatives and the remaining 6.9% to microfinance institutions. The report also finds that for
every 10000 adults there are 654 point of sale (POS) terminals, 91 points of access for withdrawals and
deposits, 26 agents, 46 ATMs, 136 cell-phone banking contracts (the system is still in its initial phase),
and 2103 users of online banking.

3.c.2. The National Financial Inclusion Survey (ENIF)

In order to obtain information on the use of financial products and services from the user’s point of view, and
to understand the barriers to greater use of these services, the CNBV, in coordination with the INEGI and AF|,
developed the ENIF survey;, first carried out in 2012.

The ENIF collects information on the characteristics and needs of users and non-users of formal and informal
financial services, as well as the barriers that limit access to and use of the formal financial system. This informa-
tion is very valuable for analyzing financial inclusion on the demand side and for designing public policies on
the use of, and access to, financial services. The ENIF is a pioneering survey in Latin America and a fundamental
tool for research into financial inclusion.

The survey is representative at national level, household level and for individuals, as well as by gender, and for
towns with a population of more than 15000 and with a population of less than 15,000. The people surveyed
were adults aged from 18 to 70, selected at random from 7016 homes in the sample. The sample is designed
to obtain inferences at household level and for 704 million adults, of whom 54% are women and 46% are men.
The sample design is probabilistic, three-stage, stratified and by groups (Table 24).

3 Although the Savings and Popular Credit Act (LACP) was published in 2001, it was amended in 2008 to regulate “sociedades financieras populares”
(financial cooperative associations). In 2009 and 2012 the Law Regulating the Activities of Cooperative Saving and Loan Companies (LRASCAP) was
reformed and the LACP and the General Law on Cooperative Saving and Loan Companies (LGSCAP) were amended.

4 See BBVA Research (2011). Mexico Banking Outlook, Novermber 2011.

° There are four levels of accounts according to the potential levels of risk of money laundering and fraud: “traditional or full procedure” accounts
are classified as level 4 accounts, with no limits on the deposits that can be received and allowing the use of checks for making payments; level 1to
3 accounts are considered “simplified procedure”, low-risk accounts, since limits are placed on the monthly deposits that can be received, based on
the volume of customer information to be collected by the bank.

6 Credit institutions subject to the same regulations and supervision as traditional banking, but with minimum capital requirements that depend on
the operations expressly included in their corporate bylaws, the infrastructure necessary for their development and the markets in which they seek
to operate.

7 This report was prepared by the CNBV using 2011 information from regulated financial entities
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Table 24
Methodological comparison between Global Findex and ENIF
ENIF 2012 World Bank Global Findex, 2011
Sample size 7016 interviews 1000 interviews
Population under study Population 18 to 70 years of age Population 15 years of age and over
Method Face-to-face in homes Face-to-face in homes

27%

(o)
355% Question: “Do you have a personal or joint

Population with bank Quieestion: “Do you have a savings, payroll, invest-

account , account at any bank or any other financial
ment or other account at a bank? [T o
institution, such as a cooperative?
Population with a credit 25% 13%
card Quieestion: “Do you have a bank credit card?” Question: “Do you have a credit card?”

Source: BBVA Research with Global Findex and ENIF data

3.c.3. Financial inclusion in Mexico: methodology and results

3.c.3.1 Methodology

We studied the factors that determine barriers to accessing financial services on the demand side by
estimating probit models. This type of econometric analysis is frequently used to determine the proba-
bility that an individual or entity with certain characteristics belongs or not to the group that is being
studied. Probit models are binary classification models where the dependent variable is dichotomous
and takes the value O or 1. In this study, the unit of observation is the individual, and the probit models
take as dependent variable, y, , the perception of barriers to use of the financial system (1 if a barrier is
perceived, O otherwise). Let us assume that the perception of barriers to access and use depends on a
latent variable y* determined by a set of exogenous variables, included in vector x’, so that:

y|*:X\,B+u|
y,=1siy*>0;y =0siy*=0

where the subscript i represents individuals. The vector represents the parameters of the model and u
is a normal distributed error term with mean O and variance 1.

A critical threshold y, is assumed, based on which, if y * exceeds y, then the individual is in the financial
system. The threshold y * as with y, is not observable; however, if it is assumed that it is distributed nor-
mally with the same mean and variance it is possible to estimate the regression parameters and thus
obtain information ony,

P =Py =1x)=Ply =y =P(Z = px)=FPx)

2/2
where Z is a standard normal variable, Z-N(0,6?) and F = (1V2m0) [ _P¢ e dz, is the cumulative normal
distribution function.

The model is estimated using the maximum likelihood method as a series of probit models. The mar-
ginal effects on the latent variable are calculated from the coefficients estimated in the models. The
interpretation of these marginal effects is similar to that obtained in linear regression models, where
the coefficients represent the change in the probability of having a particular barrier to effective access
to the financial system when a variable xj belonging to the vector of exogenous variables x’ changes,
maintaining the other factors fixed, given that E(y* | x) = XB.
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3.c.3.1.1 Variables included in the model

The model includes both endogenous and exogenous variables (Table 25). The analysis of barriers
using endogenous variables is based on ENIF questions on the reasons for not having an account or
credit at a financial institution. These questions® were classified into 4 categories according to the an-
swer options: 1) not interested or does not need the financial product; 2) insufficient or variable income;
3) reasons associated with supply (distance, costs, requirements); and 4) personal reasons (does not
trust banks, prefers informal savings, does not like to be in debt or believes that he or she will be refused).

The exogenous variables include those that the literature and available ENIF data suggest may influen-
ce financial inclusion:

« Variables related to the individual: The variables used to characterize people, these are: gender
(dummy for female), age, age squared?, educational level (dummy for primary or below, secondary
or higher), civil status (dummy for married or in a couple) and labor income.

- Characteristics of the household: Household size and position of the individual within household
(dummy for head of household).

« Occupation: This category includes the type of activity individuals are involved in. It is modeled
using three dummy variables: employed workers, inactive workers or the population of an age to
work who are not looking for a job, and domestic workers or homemakers®

« Savings and remittances: Savings is understood in its broad sense, in other words if the household
“has money spare after covering expenses”. This surplus may be used for anything, so it is not related
to banking penetration.” Remittances are a dummy based on receiving remittances in the house-
hold.

- Capacity to respond to an exogenous shock: A proxy was constructed using a dummy variable ba-
sed on the question: “If you had a financial emergency today armounting to what you earn or receive
in a month, could you pay it?".

« Size of town: Geographical analysis is essential in large and diverse countries, such as Mexico. As
the ENIF does not provide figures on location by urban/rural zones, the small towns (under 15000
people) and large towns (over 15000 people) dummy is an essential variable.

3.c.3.2 Results: Barriers to financial inclusion

According to the ENIF, 62% of adults in Mexico aged between 15 and 70 are not included in the financial
system, in other words they do not have a current or savings account, or credit at a formal financial insti-
tution. The main access barrier to the financial system is income: 77% of the people “excluded” say they
do not have sufficient income or their income is variable and does not allow them to have an account
or credit at a formal institution. The second reason given by 47% of those not using banking services is
that they are not interested or do not need a financial product, which could be considered as a position
of self-exclusion. Personal reasons are given by 295% of those not included in the financial system, with
supply being the reason given least, with 21%.

Barrier of insufficient or variable income: According to the probit model, this barrier is most common
for people who can respond to exogenous shocks and those who save. In the case of the former, the
probability falls by 17% compared with individuals incapable of dealing with shocks and 14.7% compared
with those who do not save. These results are within expectations, as the capacity to save and to deal
with unforeseen factors corresponds to people who have the possibility of accumulating funds and thus
are less likely to be limited by their income. Women have a 3% lower probability than men of claiming
low income as a barrier. Although this information may be surprising at first glance, it is not strange, as

& Questions 54 and 65 of the ENIF: “Why don't you have a bank account?” and “Why don't you have a loan, credit or credit card?”

9 Included to verify Modigliani's lifecycle theory.

© The category of unemployed is not included because the percentage of people in this category was only 1% in the ENIF; however, the variable of
domestic worker was included, as 20% of the population is in this activity group.

" This correlation was assessed using the endogenous variables used in the model and was not found
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financial inclusion programs, policies and initiatives are directly or indirectly focused on women” The
variables that increase the probability of perceiving low income as a barrier are, as is to be expected,
related to income: individuals with no labor income are 74% more likely to claim this barrier than people
with this type of income. Employment also influences the perception of an income barrier. Homemakers
and those not belonging to the labor force have 84% and 7.8% more probability, respectively, than other
categories of the active population. In the same way, lower educational levels increase the probability
of feeling a barrier; in the case of primary studies by 10% and 4% in the case of secondary education,
compared to people who have higher education levels. Being head of the household also increases the
probability of perceiving the barrier by 3.5%, which may be because of the family members are financia-
lly dependent upon them. Finally, the geographical factor is also relevant: those who live in towns with
a population under 15000 have 6% higher probability than those living in larger communities: this may
be due to the nature of small towns.

Barriers of lack of interest or no need for saving and/or credit services (self-exclusion): This barrier is
more probable if the person is capable of handling exogenous shocks, being 7% more likely than for so-
meone who could not handle such a shock, and 4% more probable than for people with no savings. This
could be capturing a preference for the informal market, as, according to the ENIF, 43.7% of the Mexican
population saves through informal mechanisms, and 336% use informal credit mechanisms. The other
statistically significant variables have a negative coefficient. Being female decreases the probability of
self-exclusion by 56% compared to men. Whilst this might seem strange, authors such as Dupas and
Robinson (2009) have found that women excluded from the financial system show more interest in
using financial services when they are made available to them. People with lower income also have 8%
less likelihood of not being interested in financial services, compared with those who receive more than
8000 pesos per month as labor income. Finally, as age increases the likelihood of not being interested
in financial services falls, but this trend has a turning point (54 years), which is reflected in the positive
sign for age squared; in other words, at a particular point in life the probability of perceiving financial
products as not necessary, increases.

Barrier of mistrust, fear of being rejected, resistance to being in debt or preference for informal sa-
ving (personal reasons): This barrier is 10% less likely for individuals without income than for those with
some kind of labor income. This result is opposite to the one observed in the low-income barrier, and is
consistent with the fact that without income there are fewer possibilities for deciding about savings or
credit of any kind. Savings, response to shocks and being homemaker variables increase the probability
of claiming this barrier by 12%, 54% and 10%, respectively. The first two coefficients are in line with the
results of the self-exclusion model, and reinforce the hypothesis of preferences for informal financial
mechanisms; it may also indicate that people with some funds -rather than those who have none- have
the ability of choosing the option of not turning to the formal financial market. The coefficient for home-
makers and domestic workers supports the idea of barriers resulting from lack of interaction outside the
home (Demirglc-Kunt et. al 2013).

Supply barriers: Although this barrier is very important globally®, it is being overcome in Mexico, accor-
ding to the ENIF. This barrier is 5.8% more likely in towns with a population under 15000 than in towns
with a larger population. This result is clearly related to the concentration of financial services in areas of
higher population: as the CNBV (2012) found, no access channel provides total coverage in any Mexican
town with fewer than 50 thousand inhabitants. In addition, the variable of people in households who
save increases the likelihood of perceiving this barrier by 5.2%: this may once more be capturing a prefe-
rence for the informal market, as this is simpler and more approachable than formal financial institutions.
Finally, people who receive remittances have 4% lower probability of blaming supply reasons than those
who do not receive them. This coefficient is in line with the findings of Anzoategui, Demirglc-Kunt and
Martinez Perfa (2011), who estimate that receiving remittances increases the likelihood of using financial

2.96% of the beneficiaries of the most important social program in Mexico -"Opportunities™ are women. “Opportunities” and the BANSEF financial
inclusion program have together managed to make 6.5 million low-income people bank users, of which most are extremely vulnerable women (BAN-
SEFI, Report on accounts 2006-2012). According to Samaniego and Tejerina (2010) and De los Rios and Trivelli (20119, conditional transfer programs
-such as Opportunities- are associated with financial inclusion.

3 According to Global Findex, 25% of people without an account in a formal financial institution feel the cost of services is a barrier, 20% blame the
distance to the branch and 18% the documentation required.
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channels; this may therefore be interpreted as a mechanism for introduction to the financial system and
reducing the perception of supply barriers.

Table 25
Probit model on barriers to financial inclusion

Not interested Low income Supply reasons Personal reasons

Coeff. Error  Sign. Coeff. Error  Sign. Coeff. Error  Sign. Coeff. Error  Sign.

Women 0056 0025  ** 003 0020 * 0016 0020 0022 0023
Age 0010 0004 * 0001 0004 0005 0004 0001 0004

Age squared 0000 0000  * 0000 0000 0000 0000 0000 0000

Size of household  -0005 0005 0001 0005 0004 0004 0002 0005

?Sid offiouse: 4033 oooa 0035 0020 * 0004 0020 0008 0022
Married orin 0037 0023 0023 0019 0003 0019 0012 0020

couple

Primary 0010 0032 0104 0024  ** 0026 0026 0006 0030
education

Secondary 0010 0030 0042 0023 * 0000 0024 0009 0027
education

Domestic worker -0024 0052 0084 0037 * 0027 OOl 0102 0051 @ *
Inactive 0032 0054 0078 0035  * 0009 0049 0030 0052
Recelves 0025 0033 0000 0028 0040 0023  * 0002 0029
remittances

Householdsaves 0043 0023  * 047 0020 * 005 0018 * 0120 0021  **
Capacity to re- 0077 0023 ™ 075 0021 ** 0004 0018 0054 0021  *
spond to shocks

Town with a

population of 001 0020 0062 0017  * 0058 0077  * 0021 0019

under 15000

Income under 0082 0044  * 0153 0030 ** 0002 0038 00N 0040

3000 pesos

Income of 3000 he1 0o+ 0069 0031 = -0001 0040 0019 0044

to 4999 pesos

Income of 5000 s nos6 0004 0043 0065 005 0008 005!

to 7999 pesos

No income 0021 0044 0074 0031  * 0034 0037 0106 0037 o
Observations 3826 3826 3826 3826

Wald chi2(18) 74200 39434 5193 7355

Probschi2 0000 0000 0000 0000

Pseudo R2 0021 o141 00132 00229

*** Significance to 99%, ** Significance to 95%, *Significance to 90%
Source: BBVA Research calculations based on ENIF 2012
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Conclusions

We used information from the ENIF 2012 survey to analyze the demand-side factors determining access
to financial services, using a probit econometric model to estimate the probability that an individual
with certain socio-demographic characteristics be affected by the barriers of insufficient income, self-
exclusion, personal reasons or supply barriers.

Our analysis shows that in Mexico the most significant barrier to financial services access is insuffi-
ciency or lack of income, with its determinants being fundamentally factors of vulnerability, such as
employment situation and associated income. The second most important variable for Mexicans is
self-exclusion. However, the model estimated reflects that women and people with lower incomes, who
are traditionally excluded from the financial system, tend to report less financial self-exclusion and thus
the reasons for not participating in the financial system might be modified through public policies, new
products and alternative access mechanism suitable for their needs.

The barrier of personal reasons indicates that homemakers require special attention through initiatives
that bring them closer to the financial sector, as the lack of trust in financial institutions is an aspect that
can be offset by more information and products more appropriate for such people.

The results for the four barriers point to a preference among Mexican population for informal saving
and credit mechanisms, as households with capacity to respond to shocks* are more likely to perceive
barriers to the use of banking services compared to households with no capacity to deal with such
shocks. We also identified a need to include smaller towns in the financial system. This highlights the
need for continuing regulatory progress on promoting universal access and innovation in financial pro-
ducts and channels. In addition, although educational level is only significant for the barrier of insuffi-
cient income, extensive use of the informal market may be related to lack of financial literacy and lack of
knowledge of formal saving and credit products. This emphasizes the need of more awareness on the
advantages of the financial system and financial literacy, to promote informed decisions on participation
in formal financial markets. Various studies by international bodies, including the World Bank's Survey
of Financial Capabilities 2012, have demonstrated that financial capabilities allow individuals to develop
skills, knowledge and understanding of how financial services operate, helping them to manage their
personal finances adeqguately, given the complexity of the tools and products available on the market.
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Box 2: The new Financial Reform

Introduction

On September the 10th, the House of Representatives appro-
ved (with some amendments) the Financial Reform Initiative
(hereinafter, the “Initiative”) submitted by President Enrique
Pena Nieto on May 8th as part of the Pact for Mexico. This
Initiative involves 13 decrees and 34 changes to laws and re-
gulations. It was approved with a large majority by the mem-
bers of the three parties that signed the Pact for Mexico (PRI,
PAN and PRD), and was sent to the Senate for their conside-
ration and approval.

This Reform may not be the definitive, since the draft sent
to the Senate was still pending for discussion as this issue of
Mexico Banking Outlook went to press. As we explained in
detail in the July 2013 issue of Mexico Banking Outlook', our
initial assessment of this reform is that it could have a positi-
ve impact on banking and financial system penetration. The
main aspects of the reform are:

1. A new mandate for development banking, to encourage
growth in the financial sector;

2. Promote competition in the banking and financial system
to reduce charges and expenses;

3. Create additional incentives for banks to lend more; and

4. Strengthen the Mexican financial and banking system,
encouraging the sector to grow sustainably.

In this note we describe the main amendments to the Finan-
cial Reform Initiative approved by the House of Represen-
tatives. The rest of this section is organized into nine parts
corresponding to some of the decrees in the amended Initia-
tive. We briefly describe the main adjustments and give our
assessment on each issue. In the final section, we give an
overall assessment of this upcoming financial reform.

1. Strengthening CONDUSEF

The Initiative includes a range of measures to strengthen the
role of the Comision Nacional para la Defensa de los Usua-
rios de los Servicios Financieros (National Commission for
the Defense of Users of Financial Services - CONDUSEF) so
as to improve protection for users of financial services. The-
se include: a) create an Information Bureau of Financial Ins-
titutions that consolidates relevant information for assessing
the performance of Financial Institutions (FIs) in providing
services; b) give executive powers to CONDUSEF's technical
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rulings; ¢) make publicly available the recommendations that
CONDUSEF makes to Fls; d) ban misleading information on
financial services and products and; e) order -rather than
propose- modifications to standard contracts that do not
comply with CONDUSEF regulations.

The draft approved by the House of Representatives propo-
ses that the general regulations, orders and recommenda-
tions made by CONDUSEF to Fls should be reported to users
of the financial system through the Information Bureau of Fi-
nancial Institutions. This measure aims to use the Bureau as
a tool to inform financial services users about CONDUSEF’s
regulations and orders and to safeguard the rights of such
users. The Bureau could serve as a communication channel
for users. It will also include the recommendations, penalties
and orders made to Fls by other financial authorities.

On the other hand, in order to balance the situation for Fls
with regard to CONDUSEF, the Initiative proposes that the
regulations issued by CONDUSEF should be consistent with
the ones issued by other financial authorities (e.g. index of
complaints against banks). It also opens the possibility for Fls
to present self-correction plans to CONDUSEF, in accordance
with CONDUSEF guidelines.

The House of Representatives also proposed a number of
reforms to the Transparency and Ordering of Financial Ser-
vices Act to boost regulation of service fees (Cl, after the
Spanish acronyms) in payment systems. In particular, it es-
tablishes that the CNBV and Banxico should regulate Cls
between institutions, as well as other fees they charge, both
directly and indirectly. Both authorities should issue general
guidelines for regulating the terms and conditions of such
payment services. These amendments are aimed to promo-
te competition and entry of new participants, by expanding
infrastructure and reducing charges and fees. Moreover, the
Initiative establishes that Cls should be based on actual, de-
monstrable costs, and emphasizes that the fees established
should not be discriminatory. These Cls and fees should be
reviewed jointly by CNBV and Banxico on a yearly basis.

It is worth mentioning that the transitional articles of the
Initiative establish that the CNBV and Banxico shall jointly
issue general regulations related to Cls and fees within 60
calendar days of the Decree coming into effect. At the end
of this period, the CNBV's President and Banxicos Governor

! Available at: http://www.bbvaresearch.com/KETD/fbin/mult/1307_SituacionBancaMexico_Jul13_tcm346-394768 pdf
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will appear before the House of Representatives to report on
the exercise of those new powers conferred; they will also
appear 6 and 12 months after such period to report on the
development of the payment network market and on the
implementation of the aforementioned provisions.

Evaluation: CONDUSEF's behavior has been characterized by
announcing various studies and assessments of financial pro-
ducts, but providing little -and changing- guidances for Fls to
comply with. Whilst it is probable that this situation will conti-
nue as this institution strengthens, the possibility of implemen-
ting self-correction plans and the requirement for CONDUSEF
to issue provisions consistent with those of other financial
authorities could contribute to offset the negative publicity
generated for banks in the past. Nevertheless, the approved
Initiative still lacks of an appellate procedure for banks, which
could put the sector in a disadvantage position, as CONDU-
SEF rulings have enforceable title.

With regard to the new regulations proposed for Cls and
payment system fees, Banxico already has powers to regu-
late them. The Initiative proposes that henceforth, Banxico
should perform this role jointly with the CNBV, although it
does not clearly establish how this will work. Furthermore,
the CNBV will have to acquire experience in regulation and
supervision of payment systems, as this has, to date, been
the exclusive responsibility of Banxico.

2. Development Banks

As we explained in the last issue of Mexico Banking Out-
look, the objective of this decree is to increase the clarity of
the mandate for Development Banks (DB), in order to better
serve those sectors of the population with limited access to
credit. The Initiative focuses on three areas to achieve this
objective:

1. Redefinition of the mandate
2. Increasing the flexibility of DB operations
3. Attracting and retaining human resources.

The most relevant amendments proposed by the House of
Representatives are related to the first of the three objectives.
DB programs should promote the “‘development of alterna-
tives to maximize access to financial services, both directly
and through intermediaries, in benefit of those with limited
access to such services due to their characteristics and ca-
pacities”. It also gives a particular emphasis to serve micro,
small and medium enterprises (MSME), by proposing that
the DB’ financial inclusion programs should include MSMEs
and small farmers. In particular, it establishes that Nacional Fi-
nanciera (NAFIN) should approve, on yearly basis, a program
for the MSME sector equivalent to at least 50% of its total
direct and guaranteed credit portfolio.
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Another significant amendment from the House of Repre-
sentatives involves Financiera Rural (the Rural Finance Trust),
which proposes changing its name to “Financiera Nacional
de Desarrollo Agropecuario, Rural, Forestal y Pesquero” (Na-
tional Agricultural, Rural, Forestry and Fisheries Financial
Trust) and introducing changes to make its operations more
flexible. These changes include removing current restrictions
on granting credit to farmers and allowing Financiera Rural
to receive financing from foreign institutions. Furthermore,
a decree’s transitional article establishes that the Secretaria
de Hacienda y Crédito Publico (SHCP - Mexicos Ministry
of Treasure) should, within 90 calendar days, prepare an
assessment of the subsidies, support programs, funds and
trusts managed and granted by federal government entities,
to evaluate the possibility of consolidate these funds and
programs into a new single system of agricultural and rural
financing and development.

Regarding the operations of the DB, the only significant
amendment relates to the periodicity of the Board of Di-
rectors sessions, which should be carried out at least every
three months.

Evaluation: The amendments made to the original Initiative
do not affect the essence of the project, but do contribute
to give the DB an even more important role as a comple-
mentary provider of the financial services offered by other
private intermediaries, with a clear focus on the population
not covered by such private providers. We consider that this
refinement was necessary, and matches our comments in
the July 2013 issue of Mexico Banking Outlook.

With regard to the minimum percentage that NAFIN should
dedicate to the MSME sector, the 2010 independent as-
sessment of NAFIN indicated that this sector represented
80% of its total credit portfolio in that year. Even though that
proportion has remained constant over time -according to
figures from the same study- the Initiative amendment will
guarantee that NAFIN’s resources are effectively channeled
to that sector.

However, no additional measures have been included to in-
crease DB's transparency and accountability, which would
contribute to a proper monitoring, assessment and improve-
ment of DB's financial performance. It is noteworthy that the
members of the left-wing parties showed more interest than
others in strengthening the appointment of independent
board members and in including tighter controls against
corruption in the DB. Unfortunately, those proposals were
rejected.
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3. Granting and execution of guarantees

Despite the reservations that some left-wing parliamenta-
rians had about certain provisions of this decree, because
they considered it criminalizes borrowers, the draft approved
does not contain any significant modifications to the Initiati-
ve. The proposed reforms on this regard aim to promote five
main aspects:

1. Adjustments to improve the legal security and speed of
commercial trials.

2. The reorganization of mechanisms for guaranteeing as-
sets so as to reinforce them.

Improvement of enforceable commercial judgments

4. Application of the value of pledges without the need of
enforcement proceedings or a judicial ruling

5. Creation of a specialist federal commercial jurisdiction.

Evaluation: the measures to improve enforcement and re-
covery of past-due loans may result in better conditions for
granting loans. However, the persistence of informal sources
of financing could offset the expansion of formal credit that
might result from reducing its costs. The reason is that the
final decision on the source of financing is taken by people
and companies, not by financial intermediaries. Moreover,
there is a possibility that risk aversion increases among po-
tential borrowers, due to the establishment of more severe
measures that might be enforced against them by the bank,
if they fail to comply with the conditions of the credit granted
to them.

4. Guaranteed credit

The draft approved by the House of Representatives did not
make any significant changes to the decree on guaranteed
credit in the Initiative. This decree aims to reduce costs, im-
prove legal certainty for creditors and promote competition
among them, by enhancing the subrogation of creditors, as
a way of facilitating the portability of the Guaranteed Credit
to other Creditor Entities that might offer the borrower more
favorable conditions. It also establishes lower and less costly
requirements for subrogated creditors to pursue their rights
against third parties.

Evaluation: The measures proposed in this decree could
promote greater mobility among customers with mortgage
loans and result in lower interest rates and fees on mortgages.

5. Bank liquidation

The Initiative aims to give the financial authorities greater
powers to resolve problems of low liquidity and insolvency
in banking institutions. Some of the measures proposed in-
clude: creating a special regime for insolvency liguidation
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of banking institutions; defining the parameters for action
for the lender of last resort; obliging banks to have contin-
gency, liquidation and self-correction plans; enhancing the
prudential measures applicable to banks with parent com-
panies abroad facing insolvency problems; and clarifying the
conditions for foreign governments to participate in banking
institutions.

The amendments approved by the House of Representa-
tives mainly include prudential and stronger penalty mea-
sures. The most significant amendments are: the inclusion
in the text of the Act of the different tranches of net, basic
and core capital established in the Basel lll framework; the
empowerment of the CNBV to suspend or limit transactions
with non-financial firms that belong to the same corporate
group as the bank if such transactions are not agreed under
market conditions; the inclusion of additional penalties for
banks if they fail to comply with minimum liquidity levels or
if they carry out transactions with related parties in excess
of established limits. Another change involves the limit on
transactions with related parties, which currently stands at
50% with respect to core net capital, and which it is proposed
to reduce to 35%. The original Initiative proposed reducing it
to 25%.

Regarding the banks” performance evaluations, the Initiative
proposes that SHCP guidelines should take into account the
solvency and payment capabilities of potential borrowers. It
also grants banking institutions the right to a hearing prior to
the publication of the assessment, and the right to present
a plan to correct any deficiencies identified. The measures
limiting bond purchases will only apply if the plan is not ap-
proved by the SHCP or if the plan is not executed.

Evaluation: In general, we consider the prudential measures
on bank liguidity and last resort credit to be positive. Many of
those provisions introduce measures emanating from inter-
national working groups on banking regulation into Mexican
legislation. For example, incorporating the various tranches
of capital into the Act will provide greater clarity and improve
the implementation of Basel Ill.

However, some other measures, specifically those on the
performance evaluation of banks, are not based on interna-
tional recommendations. Although the amendments propo-
sed in the House of Representatives mitigate this provision
by putting as a priority the quality of the portfolio when es-
tablishing the evaluation criteria, and giving banks the right
to prepare self-correction plans, the measure remains ques-
tionable. A mistaken diagnosis of the sectors that can con-
tribute the most to economic growth and the reasons why
the credit of private lending institutions is not channeled to
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those sectors might result in significant distortions that could
lead to unsustainable credit paths.

The reduced restrictions on transactions with related par-
ties are likewise not consistent with international regulation
standards. Reducing the regulation of such transactions
could have adverse effects on the quality of the credit port-
folio and capital of some banks, particularly those that are
already highly exposed to related companies. Furthermore,
this could create distortions in the credit market, as some
companies could have access to credit on more advanta-
geous terms than others. This proposal could be improved
if a difference with respect to significant related parties were
established, for which a higher limit should be set.

Finally, the ‘“ring-fencing” proposal has been maintained in
the Initiative. Implementation of measures related to higher
capital requirements and partial or total suspension of tran-
sactions with the parent company of the bank (including
payment of dividends) when such company is in financial
distress could lead to negative incentives for investment in
Mexico.

6. Mutual funds

The objective of this decree is to streamline the procedure
and requirements for setting up such companies and to in-
troduce best corporate governance practices into a sector
that has grown rapidly over recent years (see section 3b of
this issue of Mexico Banking Outlook). The main measures
include:

1. Changing the name from Mutual “Companies” to “Funds”.

2. Proposing that they be constituted before the CNBV in
the National Registry of Securities rather than through
deeds before a notary.

3. Considering a flexible procedure for the spin-off of mu-
tual funds when there is market volatility or liquidity cons-
traint ("Side Pockets”).

4. The possibility for mutual fund management companies
(MFMCs) to be constituted by a single founding partner,
with duties of loyalty and due diligence for MEMC direc-
tors, together with a requirement for an independent ex-
ternal auditor from whom the CNBV can request informa-
tion.

5. Powers for the CNBV to regulate documents containing
key information for shareholders.

6. Establishment of a duty of secrecy in the transactions of
mutual funds and their shareholders.
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The amendments to the decree proposed by the House of
Representatives aim to clarify provisions related to the open
architecture in the distribution of mutual funds, removing
self-regulating entities, permitting MFMCs to engage in fidu-
ciary activities, and providing a regime that allows subcon-
tracting by the operator (taken from the Credit Institutions
Act).

Evaluation: This decree contains measures that could pro-
mote significant growth in the activity of mutual funds, which
have grown rapidly over recent years. The changes would
not be immediate as the transitional articles establish that
mutual funds authorized under current legal provisions will
have a period of 18 months from the time that the decree
comes into effect to request authorization from the CNBV
to change their by-laws regarding to their administrative
functions, the conducting of their business, mutual funds
monitoring and shareholder rights. Furthermore, the CNBV
will have a period of 18 months to issue a decision on the
transformation of mutual companies into mutual funds un-
der the decree, from the time that the respective publicly-
traded companies submit their requests.

7. Warehouses and SOFOMs

This decree aims to enhance the regime for operation of
general deposit warehouses and to promote credit for the
agricultural sector, by setting out more clearly the activity of
such warehouses and creating the “Information System of
Storage of Agricultural and Farming Products” and the “Sin-
gle Registry of Certificates, Warehouses and Goods™. With re-
gard to Sociedades Financieras de Objeto Miltiple (SOFOMs
- Multiple Purpose Financial Companies), the Initiative seeks
to improve the regulatory framework and strengthen CNBV,
CONDUSEF and Banxico supervision.

The House of Representatives did not make any significant
amendments to the Initiative on deposit warehouses. Howe-
ver, with respect to SOFOMs, the most significant amend-
ments proposed by the House of Representatives include
the addition of SOFOMs linked to credit unions as regulated
SOFOMs (in addition to SOFOMs already considered regula-
ted under the original Initiative, which are those linked to the
peoples savings and credit sector and those which issue debt
in the securities markets) and the incorporation of the regi-
me for voluntarily regulated SOFOMs. This new regime esta-
blishes that SOFOMs that voluntarily seek to be considered
as regulated entities must satisfy certain requirements. For
example, they must have a minimum capital of 258 million
UDIs ($100 million USD); they must have been operating as a
SOFOM for at least three years; and they must have obtained
at least 70% of their revenues from the activity that constitutes
their corporate purpose.
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Evaluation: We consider this initiative to be positive. The le-
gislation on general warehouses may boost bank lending
for agricultural activities. The enhanced requirements for
SOFOMs could improve the organization of the sector, na-
rrowing the enormous gap against banks that that exists
today, reducing risks in the granting of bank lending (for
example, with payroll loans) and reducing regulatory arbitra-
ge opportunities by those institutions.

8. Sanctions and Foreign Investment

The main objective of this decree is to enhance the supervi-
sion and sanctioning powers of financial authorities (Banxico,
CNBV, CNSF, CONSAR). With regard to foreign investment, it
aims to make the limits for financial entities more flexible in
terms of participation of foreign governments and investors.

Regarding the foreign investment decree, the draft appro-
ved by the House of Representatives contains no significant
amendments. With regard to sanctions, the most significant
changes focused on enhancing the powers of the authorities
in relation to money laundering. An obligation has been in-
troduced for all financial institutions to suspend transactions
with customers or users on a list that will be issued by the
SHCP. The CNBV is also granted powers to work with the
SHCP and the Public Prosecutor’s Office (Ministerio Publico
Federal) to investigate and identify transactions involving
illicit funds by entities under supervision. The CNBV must
submit a report to these authorities with the results of its in-
vestigations.

Furthermore, the proposal by the House of Representatives
includes empowering the Boards of Governors of the CNBYV,
the Comision Nacional del Sistema de Ahorro para el Retiro
(CONSAR - National Commission for the Pension System)
and the Comision Nacional de Seguros y Fianzas (CNSF -
National Insurance and Finance Commission) to determine
policies relating to the salaries and conditions of its public
officers, based on the current conditions of Mexico’s financial
system labor market.

Evaluation: These measures are positive, as they grant in-
creased powers to the authorities, and this may have a dete-
rrent effect on undesirable behavior by financial institutions.
The increased flexibility of the authorities to set their own
salary and condition policies is a positive measure, as it aims
to balance public officers’ earnings with the employment
conditions of the financial system, enabling the authorities
to attract and retain the talent they need to achieve their ob-
jectives.
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9. Financial Groups

This decree aims to introduce a new Act to regulate financial
groups, modernizing their corporate structure and the inves-
tments made by the controlling companies, so as to improve
administrative and corporate governance procedures. This
decree also includes the Consejo de Estabilidad del Sistema
Financiero (CESF - Financial System Stability Council) into
law.

The most significant amendment made by the House of
Representatives was to raise at the law level the Consejo
Nacional de Inclusién Financiera (CNIF - National Council on
Financial Inclusion) and the Comité de Educacion Financiera
(CEF - Financial Education Committee) both of them created
by decree during the previous administration.

Evaluation: Both the Initiative and the amendments made
by the House are positive, as the measures they set out are
needed to modernize the legal framework for regulation and
supervision of financial groups. Furthermore, raising the CNIF,
CEF and CESF at the law level guarantees their continuity and
will increase coordination among financial authorities in desig-
ning policies that promote financial education and financial in-
clusion, and to identify and contain potential risks to Mexico's
financial system.

Final evaluation

In general, the Financial Reform Initiative is positive as it in-
creases the penetration of the financial and banking system,
by taking a comprehensive approach while promoting com-
petition and enhancing supervision and regulation, both for
banks and financial intermediaries. Whilst the amendments
proposed by the House of Representatives enrich the Fede-
ral Government’s Initiative, there are still some outstanding
issues which would be desirable to include, clarify or modify
in order to improve the functioning of Mexico’s financial sys-
tem and avoid market distortions. These issues include:

« Restrictions on paying dividends in the event of a foreign
parent company suffering liquidity or solvency problems
(ring-fencing).

» The relaxed restrictions on transactions with related par-
ties.

« Clarifying the shared responsibility of Banxico and the
CNBYV for regulating the payments system.

The inclusion of “‘covered bonds” in the instruments that
can be issued on the stock market.

« Further transparency measures for development banks,
improving their accountability policies so as, for example,
to avoid the risk of their funds being used for electoral
PUrposes.
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4. Statistical Appendix

Table 26
Financial savings: Balances in billions of September 2013 pesos
Struc
IVO2 IVO3 IVO4 IVO5 IVO6 IVO7 IVO8 IVO9 IVIO IVTT IV12 13 %113
M4a 5135 5614 5980 6646 7221 7739 8483 8689 9321 10384 11481 1912
- Bills and coins held by the public 358 391 424 458 510 543 586 615 657 703 748 682
= Financial savings * 4778 5223 5556 6188 6710 7196 7897 8074 8664 9681 10733 1229 1000
I. Depository institutions 2104 2238 2358 2528 2533 2760 3090 3107 3253 3447 3635 3626 323
Resident commercial banks (demand + term) 1678 1804 1918 2008 2072 2293 2592 2580 2707 2865 3009 3008 268
Demand 854 932 967 1087 1184 1298 1342 1405 1538 1678 1766 1,787 159
Term 824 872 951 921 889 994 1,250 175 1169 1186 1242 1220 109
Foreign agencies of commercial banks 68 48 55 57 68 91 100 85 93 109 13 99 09
Savings & Loan Associations (S&L) n 14 16 19 22 25 25 54 59 62 65 69 06
Development banks 358 372 370 443 370 351 373 389 393 a1 448 450 40
1. Securities issued by the public sector 2017 2230 2371 2773 3197 3397 3491 3654 4052 4789 5636 6055 539
I1l. Securities issued by private companies 203 260 288 291 325 376 365 351 364 405 399 443 39
IV. SAR outside of Siefores 444 495 539 596 655 664 952 962 996 1041 1063 1105 98
Financial savings =+ Il + Il + IV 4778 5223 5556 6188 6710 7196 7897 8074 8664 9681 10733 1229 1000
Instruments included in financial savings
TOTAL SAR = Siefores + SAR outside of Siefores 944 1090 1213 1396 1598 1710 2060 2251 2492 2672 2966 3069
Siefores 500 595 674 800 943 1046 1108 1289 1496 1631 1903 1964
SAR outside of Siefores 444 495 539 596 655 664 952 962 996 1041 1063 1105
Financial savings without SAR total 3834 4133 4343 4792 513 5487 5837 5823 6173 7009 7767 8161
Debt mutual funds 443 455 459 587 764 880 794 908 1109 1M 1240 1,291
Real annual percentage change,%
M4a 44 93 65 LN 86 72 96 24 73 n4 106 60
- Bills and coins held by the public 104 92 86 80 n4 64 79 49 69 70 64 18
= Financial savings * 40 93 64 n4 84 72 97 22 73 17 109 6.2
I. Depository institutions -42 59 54 72 02 90 120 05 47 60 55 47
Resident commercial banks (demand + term) 55 75 63 47 32 106 131 -05 49 58 50 48
Demand 50 91 38 124 89 97 34 47 95 91 52 66
Term 144 59 90 31 35 19 257 -60 -05 15 47 24
Foreign agencies of commercial banks 152 284 134 44 183 347 90 4151 105 170 35 -46
Savings & Loan Associations (S&L) 124 215 194 190 166 93 24 158 93 43 54 76
Development banks 45 4] -07 198 164 51 64 4] 11 46 90 58
1. Securities issued by the public sector ne 106 63 169 153 63 27 47 109 182 177 79
IIl. Securities issued by private companies 356 279 107 12 n7z 154 29 37 36 n2 13 37
IV. SAR outside of Siefores 33 n5 838 106 99 13 434 11 35 45 21 32
Financial savings = + Il + Il + IV 40 93 64 n4 84 72 97 22 73 17 109 62
Instruments included in financial savings
SAR TOTAL = Siefores + SAR outside of Siefores 132 155 n3 151 145 70 205 93 107 72 no 44
Siefores 236 191 134 186 179 1o 60 163 160 90 6.7 51
SAR outside of Siefores 33 n5 88 106 99 13 434 1 35 45 21 32
Financial savings without SAR Total 20 78 51 103 6.7 73 64 -0.2 60 136 108 69
Debt mutual funds 6.2 28 09 278 301 152 97 144 222 0l 16 838
Percentage of GDP
Financial savings = | + Il + Il + IV 428 452 45] 479 486 477 55.2 583 598 636 679 691
I. Depository institutions 189 194 191 195 183 183 216 24 24 226 229 226
Resident commercial banks 150 156 156 155 150 152 181 186 187 188 190 188
Development banks 32 32 30 34 27 23 26 28 27 27 28 28
| Rest (Agencies abroad + S&L) o7 05 06 06 06 o7 08 09 10 11 11 10
1. Securities issued by the public sector 181 193 193 215 232 225 244 264 279 314 357 368
Ill. Securities issued by companies 18 23 23 23 24 25 26 25 25 27 25 28
IV. SAR outside of Siefores 40 43 44 46 47 44 6.7 69 69 68 67 69
Percentage of GDP, other concepts included in financial savings, %
Total SAR 85 94 98 108 ne 13 141 16.2 171 175 187 189
Siefores 45 52 55 62 6.8 69 78 93 103 107 126 120

Source: Banco de Mexico (broad monetary aggregates) and INEGI
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Table 18
Credit and Financing to the Private Sector: Balances in billions of September 2013 pesos
IV 02 IV 03 IV 04 IV 05 1V 06 IV 07 1V 08 IV 09 V10 \YA] V12 M3 Str.% 1113
Total: All categories 3482 3623 3870 4093 4201 4942 5572 5288 5412 6,304 6484 6675 1000
Bank 1094 1054 1093 1239 1554 1906 2042 1953 2042 2305 2493 2559 383
Non-bank 2388 2569 2777 2853 2647 3036 3530 3334 3370 3999 3991 4116 617
Total consumer 225 265 363 504 638 728 689 603 606 689 769 799 120
Bank 135 182 257 375 513 621 580 469 468 557 643 666 100
Non-bank 89 83 107 129 125 107 108 135 138 131 126 133 20
Total housing 830 873 938 993 1,091 1302 1317 1336 1396 1471 1541 1566 235
Bank 246 206 198 248 319 366 387 407 433 452 477 484 73
Non-bank 584 667 740 745 772 936 930 929 963 1019 1064 1082 16.2
Total companies 2428 2484 2568 2596 2472 2912 3566 3349 3410 4144 4174 4310 646
Bank 712 665 638 617 722 919 1075 1078 1141 1,296 1373 1409 211
Non-bank 1,715 1819 1930 1979 1,750 1993 2491 2,271 2,269 2,849 2801 2901 435
Real annual percentage change, %
Total: All categories 42 40 68 58 26 176 127 51 24 165 29 39
Bank 34 37 37 134 254 26 71 -43 45 129 82 62
Non-bank 81 75 81 27 72 147 163 55 11 187 -02 25
Total consumer 331 179 372 387 266 141 55 124 04 137 n7 106
Bank 280 344 410 461 369 211 -66 192 -02 192 154 12
Non-bank 118 72 289 210 32 143 14 241 28 50 -40 76
Total housing 58 52 74 58 99 193 12 14 45 54 48 18
Bank 119 162 -40 251 289 146 57 52 65 42 56 30
Non-bank 156 14.2 no 06 36 213 -06 -02 37 59 44 13
Total companies 17 23 34 11 -48 178 225 6l 18 215 07 36
Bank -46 -66 -42 33 170 273 170 02 59 136 60 52
Non-bank 45 60 61 25 16 139 250 -88 -0]1 255 17 28
Percentage of GDP, %
Total: All categories 312 314 314 317 304 328 390 382 373 414 410 422
Bank 98 91 89 96 n3 126 143 141 141 151 158 16.2
Non-bank 214 222 225 221 192 201 247 241 232 263 252 260
Total consumer 20 23 30 39 46 48 48 44 42 45 49 50
Bank 12 16 21 29 37 41 41 34 32 37 41 42
Non-bank 08 07 09 10 09 07 08 10 10 09 08 08
Total housing 74 76 76 77 79 86 92 97 96 97 98 99
Bank 22 18 16 19 23 24 27 29 30 30 30 31
Non-bank 52 58 60 58 56 62 65 67 66 67 67 6.8
Total companies 217 215 208 201 179 193 249 242 235 272 264 272
Bank 64 58 52 48 52 61 75 78 79 85 87 89
Non-bank 154 158 157 153 127 132 174 164 156 187 177 183
Infrastructure and Number of Bank Cards - Units
IV 02 IV 03 IV 04 IV 05 IV 06 IV 07 IV 08 IV 09 V10 V11 V12 1113
ATMs 170N 17758 20416 22900 25687 29333 31932 33905 35936 36448 40540 39404
POS terminals 129971 146029 160289 201852 305144 418128 446025 446792 482299 547708 621628 642516
Branches* 7349 7768 7788 7972 8404 9230 10726 10736 11,294 1785 12407 12520
Number of current cards at the end of the quarter (figures in millions)
Credit 78 94 16 147 214 248 252 221 24 247 254 265
Debit 324 322 318 361 517 519 569 608 75.2 856 933 985
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Credit and Financing to the Public Sector: Balances in billions of September 2013 pesos
IVO2 IVO3 IVO4 IVO5 IVO6 IVO7 IVO8 IVO9  IV10 V1 IV12 1113 Str.%I1113

Commercial bank credit 379 372 294 295 219 215 187 309 343 360 397 388 50
Federal government 308 272 120 75 40 37 26 37 47 38 13 12 02
States and Municipalities 23 38 75 83 71 81 103 159 208 224 278 284 37
Decentralized gov't agen. 48 62 100 138 108 97 57 12 88 98 105 92 12

Development bank credit 215 175 174 179 168 162 167 130 136 132 152 150 19
Federal government na8 89 90 103 86 103 106 53 58 27 33 32 04
States and Municipalities 15 15 35 33 35 35 31 46 52 82 102 103 13
Decentralized gov't agen. 83 70 49 43 47 24 30 31 26 23 18 15 02

Debt issued in the country 2141 2452 2618 3004 3498 3762 3939 4284 4500 5186 5702 6027 779
Federal government 1223 1418 1464 1599 2,057 2,267 2,396 2,723 2,799 3044 3320 3539 457
States and Municipalities 8 21 29 29 48 56 61 63 65 70 72 74 10
Decentralized gov't agen. - 22 67 139 174 164 152 165 202 252 260 281 36
IPAB 355 457 539 673 777 871 859 873 855 883 870 880 n4
Banco de Mexico 401 344 328 354 225 229 296 284 403 761 1003 1075 139
FARAC 154 190 191 210 218 174 175 176 176 176 177 177 23

External financing 1030 1167 ms5 981 701 672 798 1063 1140 1271 1202 1170 151

Credit and financing TOTAL 3766 4166 4202 4462 4596 4837 513 5786 6119 6948 7452 7740 1000
Real annual percentage change in the balance, %

Commercial bank credit 96 A7 210 04 258 20 130 65.3 n2 48 104 52
Federal government 38 17 560 374 -460 -89 288 415 270 202 649 631
States and Municipalities 346 646 961 106 144 144 277 540 310 74 244 201
Decentralized gov't agen. 504 309 604 381 218 102 -409 965 221 120 74 72

Development bank credit 136 187 -06 34 -6.3 35 30 221 45 33 154 135
Federal government 55 240 o7 143 16.2 192 35 501 97 543 229 181
States and Municipalities 176 4] 1284 44 49 12 132 503 128 592 233 169
Decentralized gov't agen. 578 153 301 n4 87 -484 245 34 164 137 222 RN

Debt issued in the country 194 145 6.8 148 64 75 47 88 51 152 99 ne6
Federal government 99 159 33 93 286 102 57 137 28 87 91 130
States and Municipalities 56101 1476 377 08 657 181 85 36 29 80 28 90
Decentralized gov't agen. 00 00 2006 1071 248 54 73 81 225 251 30 161
IPAB 440 287 178 250 155 120 14 16 21 33 14 29
Banco de Mexico 209 141 47 79 364 16 295 42 420 889 318 152
FARAC 513 233 o7 96 38 199 03 10 -01 -02 04 31

External financing 79 132 -44 120 285 41 187 332 73 ns 54 50

Credit and financing TOTAL 147 106 09 6.2 30 52 57 132 58 135 73 84
Credit and Financing: Percentage of GDP, %

Commercial bank credit 34 32 24 23 16 14 13 22 24 24 25 25
Federal government 28 24 10 06 03 02 02 03 03 02 01 Q1
States and Municipalities 02 03 06 06 05 05 07 17 14 15 18 18
Decentralized gov't agen. 04 05 08 11 08 06 04 08 06 06 07 06

Development bank credit 19 15 14 14 12 1 12 09 09 09 10 09
Federal government 11 08 o7 08 06 07 o7 04 04 02 02 02
States and Municipalities 01 01 03 03 03 02 02 03 04 05 06 06
Decentralized gov't agen. 07 06 04 03 03 02 02 02 02 o)} (o) 01

Debt issued in the country 192 212 213 232 254 250 276 310 310 341 361 381
Federal government no 123 no 124 149 150 168 197 193 200 210 224
States and Municipalities 01 02 02 02 03 04 04 05 04 05 05 05
Decentralized gov't agen. 00 02 05 11 13 1 1 12 14 17 16 18
IPAB 32 40 44 52 56 58 60 6.3 59 58 55 56
Banco de Mexico 36 30 27 27 16 15 21 20 28 50 63 68
FARAC 14 16 16 16 16 12 12 13 12 12 1 1

External financing 92 101 9l 76 51 45 56 77 79 83 76 74

Credit and financing TOTAL 337 361 341 345 333 321 358 418 422 456 471 489

Source: Banco de México and National Banking and Securities Commission
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5. Reforms to the Secondary Regulatory
and Legal Framework Applicable to Multiple
Banking

Table 19

Reforms to the Secondary Regulatory and Legal Framework Applicable to Multiple Banking: June - November 2013

Subject

Scope of the Reform

Date of publication in the
Official Gazette of the Federation

1. SINGLE CIRCULAR.
RESOLUTION MODIFYING
THE "“GENERAL PROVI-
SIONS APPLICABLE TO
CREDIT INSTITUTIONS”, IN
ON-LINE BANKING AND
MOBILE TELEPHONY
TRANSACTIONS.

« |t modifies various aspects of On-line Banking regulations.

« |t regulates the Mobile Payment transaction and establishes a maximum daily and monthly
available amount.

JUNE 3, 2013

2.1V MISCELLANEOUS
TAX RESOLUTION FOR
2013.

« [t clarifies the procedure for returning balances in favor of taxpayers through Electronic
Fund Transfers which are paid to bank accounts of taxpayers.

« |t requires credits institutions to update or correct the passwords of the Federal Taxpayer
|dentification Number in their databases, according to the verifications done in the Tax
Administration Service (SAT).

JUNE 12, 2013

3.SINGLE CIRCULAR.
RESOLUTION MODIFYING
THE "GENERAL PROVI-
SIONS APPLICABLE TO
CREDIT INSTITUTIONS’,
REGARDING ESTIMATES

« |t modifies the current model of incurred loss to establish a methodology according to
which the commercial loan portfolio will be rated and provisioned in accordance with an
expected loss model.

|t establishes that the new expected loss model should take several technical aspects into
account.

JUNE 24,2013
OF CREDIT RESERVES OF
COMMERCIAL PORTFO- + A number of references are also updated to ensure consistency between the regulatory
LIO AND REGULATORY capitalization framework and the holding rating framework.
REPORTS. o N o ) )
|t eliminates the general reserves as part of the additional capital, impacting the calculation
(BASEL 111) of capital.
4. RESOLUTION
THROUGH WHICH THE
OFFICIAL FORM IS IS-
SUED FOR REPORTING It establishes the Official Form for Reporting International Money Transfers, according to the
INTERNATIONAL MONEY - : ) i - :
general provisions referred to in article 115 of the Credit Institutions Act (as well as the instruc-
TRANSFERS, IN TERMS OF ~ * ) : ) ! : X X JULY 4, 2013
tions for completion) regarding prevention, detection and reporting of operations possibly
THE GENERAL PROVE related to crimes of transactions with illicitly obtained resources or financing of terrorism
SIONS REFERRED TO Y 9 ‘
IN'ARTICLE 115 OF THE
CREDIT INSTITUTIONS
ACT.
5. SINGLE CIRCULAR. « |t establishes that, with consumer credits -including credit cards- and commercial loans for
RESOLUTION MODIFYING amounts not exceeding two million Investment Units (UDIs), credits institutions may use
THE “GENERAL PROVI- parametric methods to approve them.
SIONS APPLICABLE TO « Dealing with consumer finance, it allows loan guarantees to be valued using parametric
CREDIT INSTITUTIONS" 9 ' 9 9P JULY 12,2013

FOR REGULATION OF THE
PROCESS FOR VALUATION
OF MORTGAGE SECURITY
IN CREDIT GRANTING.

methods. In mortgage loans, the parametric valuation can only be complementary.

|t regulates the valuation of mortgage securities in loans issued by the credit institutions,
even when such institutions render the appraisals service, in order to standardize the valua-
tion process of real estate subject to mortgage lending.
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Reforms to the Secondary Regulatory and Legal Framework Applicable to Multiple Banking: June - November 2013

Subject

Scope of the Reform

Date of publication in the
Official Gazette of the Federation

6. FEDERAL LAW REGULA-
TION FOR THE PREVEN-
TION AND IDENTIFICA-
TION OF TRANSACTIONS
WITH ILLICITLY OBTAINED
FUNDS.

It establishes the terms and provisions for due compliance with the Federal Law for the Pre-
vention and Identification of Transactions with lllicitly Obtained Funds, published on October
17,2012 in the Official Gazette.

AUGUST 16, 2013

7.RESOLUTION 02/2013
OF THE SECRETARY OF
THE TREASURY AND
STATE CREDIT BY WHICH
THE GENERAL RULES
REFERRED TO IN THE
FEDERAL LAW FOR THE
PREVENTION AND IDEN-
TIFICATION OF TRANSAC-
TIONS WITH ILLICITLY
OBTAINED FUNDS ARE
ISSUED.

« |t establishes minimum measures and procedures that shall be observed by those who
perform the vulnerable activities referred to in the Federal Law for the Prevention and Iden-
tification of Transactions with lllicitly Obtained Funds in order to prevent and detect acts or
operations involving transactions with illicitly obtained funds and,

« |t determines the terms and types in accordance to which such individuals must provide
the Financial Intelligence Unit, through SAT, with the notifications referred to in the afore-
mentioned Federal Law for the Prevention and Identification of Transactions with lllicitly
Obtained Funds and its Regulations.

AUGUST 23, 2013

8. OFFICIAL FORMS FOR
THE REGISTRATION OF
THOSE PERFORMING
VULNERABLE ACTIVITIES

It determines the official forms for the registration that those performing vulnerable activities
must submit, in accordance with the provisions in the Federal Law for the Prevention and
|dentification of Transactions with lllicitly Obtained Funds, its Regulations and General Rules
issued by the Ministry of Finance and Public Credit (SHCP) on the subject.

AUGUST 30, 2013

9. RESOLUTION MODI-
FYING THE GENERAL
PROVISIONS APPLICABLE
TO BROKERAGE HOUSES
AND CREDIT INSTITU-
TIONS RELATING TO
INVESTMENT SERVICES,
PUBLISHED ON APRIL 24,
2013.

« |nstitutional Investors are excluded from its application, as they have a low level of vulner-
ability due to their professionalization.

« Financial institutions that are institutional investors will have the option to request that the
relative regulation be applied as with any other customer, unless there are doubts regarding
their skill in the administration of derivatives.

« |t allows the issuers of securities registered in the National Registry of Securities to ask the
brokerage firms and credit institutions from which they hire investment services that they
be treated as institutional investors so they are exempt from these provisions.

« Those securities whose issuer has the same rating as debt securities are included in the
range of securities that can be marketed or promoted, provided that, at the same time, the
requirement relating to the maturity date and obligation to settle the principal invested is
met

SEPTEMBER 23, 2013

10. RULES OF THE PUBLIC
REGISTER OF USERS

« It establishes the operation of the Register of Users of Financial Services (REUS) who do not
wish their information to be used for marketing or advertising purposes.

« The registration in REUS will be valid for 2 years.
« The dates for the registrations in REUS to take effect are:

« When registered from the 1st to the 15th day of the month, it shall take effect on the last
day of the immediately following month.

« |f the registration is done between the 16th and the last day of the month, it shall take
effect starting on the fifteenth day of the second following month.

» The registration in REUS does not prevent registered users from receiving, by any means,
communications relating to collection, service quality surveys, charity institutions or other
activities not related to the offering of financial products and services.
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6. Special Topics Included in Previous Issues

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 Indicators 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 Companies

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 Bancarization

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 Demogra-
phic 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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