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Economic Watch

Chile

2012 budget shows little progress in
reducing structural deficit

e The 2012 fiscal budget approved by Congress leads to an effective deficit
of 0.4% and a structural deficit of 1.5% of GDP
This compares with the effective surplus of 1.2% and the structural deficit of 1.6% of GDP

estimated by the government in 2011. One reason for concern is the little progress made in
reducing the structural deficit to 1% of GDP in 2014, when a new government takes over.

e The budget is based on the assumption of a favorable economic scenario

The budget was prepared based on the assumption that the Chilean economy would slow
down in line with its long-term potential, and under a relatively stable foreign scenario.

e Anincreased structural deficit leaves less room for a fiscal stimulus

If global conditions deteriorate and domestic demand declines, the government could
implement an expansive fiscal policy but, because it is starting from a significant structural
deficit, it has less room for maneuver than in 2008.

o Without major effects in the short term, although in the medium-term it
would put pressure on the exchange rate and interest rates

In the short term, because of the slowdown expected for the rest of domestic demand,
public spending dynamics would not generate greater inflationary pressures, while debt
issuance would be similar to this year's, with limited effect on interest rates. However,
maintaining a structural deficit would put pressure on the appreciation of the exchange
rate and result in somewhat higher interest rates in the medium term.



I BBVA

Economic Watch
Chile, December 12, 2011

Budget and fiscal policy outlook

In line with most market forecasts, at the time the public sector budget for 2012 was prepared, the
internal economic scenario pointed to a slowdown in economic activity toward its long-term
potential, while the external scenario would tend to stabilize, partly dispelling market uncertainty.
In this regard, both the exchange rate and the price of copper considered are within the optimistic
range of current analyst forecasts.

In addition, the budget envisages a 1.4% year-on-year drop in total real revenue, due to the lower
price of copper for 2012 versus 2011, which should be partly offset by the higher taxes to be paid
by private mining companies at the start of 2012. Other revenue items increase slightly, in line
with the moderation in economic activity growth. Real expenditure would grow by 5.3% year-on-
year compared to the adjusted budget for 2011, which we believe is consistent with a slight under-
spending this year.

Following the extended discussion of the budget in Congress, at aggregate level this would imply a
higher deficit (nearly US$150 million more), around 0.1% of GDP. The only two items that were
not approved by Congress correspond to the Education Fund (US$4,000 million) and the
amendment that enabled US$1,100 million to be used by CORFO, preventing its investment in
financial instruments. Thus, the 2012 fiscal budget approved implies an effective deficit of 0.4%
and a structural deficit of 1.5% of GDP. This represents a significant decline compared to the 1.2%
effective surplus estimated by the government for this year, and practically no progress in
reducing the structural deficit in relation to the 1.6% forecast by the government for 2011. Thus,
the greater fiscal adjustment effort aimed at bringing the deficit down to the 1.0% target would
concentrate in 2013 and 2014, something that will be difficult to achieve due to the political cycle,
since presidential elections will be held in late 2013.

However, these figures are in line with our latest estimates, which point to an effective deficit of
0.3% of GDP and a structural deficit of 1.4% of GDP for 2012, considering a copper price and
economic growth somewhat lower than the assumptions used by the government, but a higher
exchange rate.

Convergence with a sustainable structural balance

The government plans to cut the structural deficit to 1% of GDP in 2014. As we have mentioned
earlier, this target does not seem to be very ambitious, as in practice it implies that ¥ of the 2008-
2009 fiscal stimulus has become permanent, thus limiting the chance of applying counter-cyclical
policies should the international situation deteriorate. Thus, it is not surprising that the debate on
a tax reform to increase revenue should be so intense.

Moreover, if revenue from copper falls in the future, a greater expenditure adjustment or even
taxes would be required to return to structural fiscal balance.

How much room for maneuver does this budget leave in the event of an adverse
scenario?

The likelihood of a more adverse external scenario has increased lately, whereby the Chilean
economy could be affected to a significant extent, although not as badly as in 2009. Under this
scenario, fiscal policy could apply an additional stimulus, as in 2009, when the stimulus package
reached US$4,000 million (2.8% of GDP) and the structural surplus target was changed.

In terms of available resources, the Economic and Social Stabilization Fund (FEES) and the Public
Treasury's liquid assets would reach nearly US$24,000 million in December 2011, which compares
with the nearly US$23,000 million available at the end of 2008, before the Lehman Brothers event.
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However, before the 2009 crisis, the level of public spending relative to GDP was kept below 20%,
in nominal terms. As a result of the fiscal stimulus package applied that year, spending reached
24% of GDP, at level at which it has remained for the last two years. If a new economic policy
response were necessary in the face of a renewed international crisis, spending as a proportion of
GDP would increase again and require additional adjustments in the coming periods. In the
medium term, a tax hike would be almost inevitable, since the structural deficit would most likely
deteriorate by 2% or more of GDP, which without adjustments to expenditure or other sources of
revenue would lead to an increase in the tax burden.

An additional decline in fiscal revenue in the face of lower domestic demand and a drop in the
price of copper would make it advisable to use monetary policy to tackle an adverse scenario,
given the greater flexibility and room for maneuver that currently being near the neutral interest
rate level implies.

Public spending would put pressure on the exchange rate

The budget approved for 2012 does not envisage a withdrawal of the fiscal stimulus next year and,
according to the 2012 Public Finance Report, such a withdrawal would only be gradual, given that
the average real expenditure growth between 2013 and 2015 would be 3%, something which
would need to be managed by the next government. Despite this, the expected moderation of
domestic demand and some effect of the deterioration of the global scenario would ease
inflationary pressures. On the other hand, we expect a recurrence of the issuance of public debt in
pesos equivalent to USs$6 billion seen in the last two years, and in foreign currency for US$500
million. Maintaining the coordination between the Treasury and the Central Bank as regards issues
would result in a marginal impact on the interest rate structure.

However, maintaining a structural deficit in the medium term would imply constant pressure on
the exchange rate, and upward pressures in long-term interest rates cannot be ruled out,
especially if we consider that before the crisis the fiscal rule showed a surplus of 0.5% of GDP.
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LEGAL NOTICE

This document, and all data, opinions, estimates, forecasts or recommendations contained herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A.
(hereinafter, "BBVA"), with the purpose of providing its customers with general information as at the date of issue of the report, and are subject to change
without notice. BBVA does not undertake to communicate the changes, or to update the content of this document.

Neither this document, not its content, constitute an offer, invitation or request to buy or subscribe to shares, or other securities, or to make or cancel
investments, neither can it serve as the basis of any contract, commitment or decision whatsoever.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may be inappropriate for their
specific investment objectives, financial position or risk profile, as they have not been taken into account when preparing this report. Thus they should adopt
their own investment decisions, taking into account these circumstances and obtaining any specific and specialized advice that may be necessary. The content
of this document is based on information available to the public, obtained from sources deemed to be reliable, but the information has not been independently
verified by BBVA, and therefore no guarantee (either explicit or implicit) is provided for its exactitude, integrity or correctness. BBVA does not assume any
responsibility for any direct or indirect loss that may result from the use of this document or its contents. Investors should remember that the past performance
of securities or instruments, or the historical results of investments, do not guarantee future performance or results.

The price of securities and instruments or the results of investments may fluctuate against the interests of investors and even result in a loss of the initial
investment. Transactions in futures, options and shares or high-yield securities may involve high risks, and are not suitable for all investors. In fact, certain
investments may lead to a loss greater than the initial outlay, in which case additional sums must be paid to cover the loss. Therefore, before making any
transactions in these securities, investors must be aware of how they operate, and the rights, liabilities and risks involved, in addition to those inherent in the
underlying values of the securities. There may not be a secondary market in these instruments.

BBVA or any other organization in the BBVA Group, as well as the respective directors or employees thereof, may hold a direct or indirect position in any of the
securities or instruments referred to in this document, or in any other securities or instruments related to them; they may trade these securities or instruments
themselves or through a third party, provide advice or other services to the issuer of these securities or instruments, companies related to them or to their
shareholders, directors or employees, and may have stakes or carry out any transactions in these securities or instruments or investments related to them,
either before or after the publication of this report, to the extent permitted by applicable law.

The employees of sales or other departments of BBVA or other organizations in the BBVA Group may provide customers with comments on the market, either
verbally or in writing, or investment strategies, which reflect opinions contrary to those expressed in this document; at the same time, BBVA or any other
organization in the BBVA Group may adopt investment decisions on their own account that are inconsistent with the recommendations contained in this
document. No part of this document may be (i) copied, photocopied or duplicated in any way, form or method, (ii) redistributed or (iii) cited, without prior
permission in writing from BBVA. No part of this report can be reproduced, taken away or transmitted to those countries (or persons or entities from such)
where distribution may be prohibited by current law. Non-compliance with these restrictions may constitute an infraction of the law in the pertinent jurisdiction.

This document will only be distributed in the United Kingdom to (i) people with professional experience in matters related to the investments provided for in
article 19(5) of the 2000 Financial Services and Markets (Financial Promotion) Law of the 2005 Order, (in its amended version, hereinafter the “order”) or (ii)
major asset institutions subject to the provisions of article 49(2)(a) to (d) of the order or (iii) people to whom an invitation or proposal to make an investment can
legally be made (in accordance with the meaning of article 21 of the 2000 Financial Services and Markets) (hereinafter, all these people will be known as
“involved people”). This document is addressed exclusively to involved people. People who are not involved should not base or take any action in accordance
with it. The investments or investment activities referred to by this document are only available to involved people and will only be made with involved people.

No part of this report may be reproduced, taken or transmitted to the United States of America or to American persons or entities. Breach of these restrictions
may constitute a violation of legislation of the United States of America.

The system of remuneration of the analyst(s) who are the author(s) of this report is based on a variety of criteria, among them earnings obtained in the
economic year by BBVA and, indirectly, the results of the BBVA Group, including those generated by its investment banking activity, even though they do not
receive compensation based on earnings from any specific investment banking transaction.

BBVA is not a member of FINRA and is not subject to the disclosure standards established for its members.

“BBVA is subject to the BBVA Group Stock Market Code of Conduct; this includes rules of conduct established for preventing and avoiding conflicts of interest
with regard to recommendations, including barriers to information. The BBVA Group Stock Market Code of Conduct is available for consultation on HYPERLINK
"http://www.bbva.com" www.bbva.com /Corporate Governance.”

BBVA is a bank subject to the supervision of the Bank of Spain and the National Securities Market Commission (CNMV), and is registered in the Administrative
Register of the Bank of Spain under number 0182.



